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FORWARD-LOOKING STATEMENTS

" This Annual Report contains forward-looking statements which are subject’to the safe harbor provisions of the Private
Securities Litigation Reform Act of 1995. Statémenis that are not historical are forward-looking statements within the meaning
of Séction 274 of the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934, Forward-looking
statements include, among other things, statements regarding the extent and timing of future revenues and expenses,
restructuring and other expenses, customer demand, competition, statements regarding the development, deployment and
potential benefits of our products, and statements regarding relationships with, and reliance on, third parties. Words such as

“expects,” “anticipates,” “targets,” “goals,” “projects,” “intends,” “plans,” “believes, " “seeks,” “estimates,” “continues,”
“forecasts,” “may, " “should,” “potential,” variations of such words, and similar expressions identify forward-looking
statements. In addition, any statements that refer to projections of our future financial performance, our anticipated growth
and trends in our businesses, and other characterizations of future events or circumstances are forward-looking statements.
These statements are based on our current expectations, estimates, forecasts, information and projections about the industries

. in which we operate and the beliefs and assumptions of our management. Readers are cautioned that these forward-looking
statements are only predictions, are not guarantees of future performance, and are subject fo risks, events, unceriainties and
assumptions thar are difficult to predict, including those discussed in Item 14 entitled "Risk Factors” in Part I of this Annual
Report on Form [0-K and elsewhere in this Annual Report. Actual results may differ materially and adversely from those
expressed in any forward-looking statement. All forward-looking statements included in this Annual Report are based on
information available to us as of the date of this Annual Report. We assume no obligation to update or revise any forward-
looking statements, whether as a result of new information, future events or otherwise, unless we are required to do so by law.

PART 1
item 1. Business.
Overview -

7 Tekelec is a leading global provider of telecommunications network systems and software applications. Qur customers
include traditional landline or “wireline” telecommunications carriers, mobile or “wireless” communications operators,

. emerging competitive service providers and cablé television service providers who are offering communication services
(collectively, “service providers™). Qur customers, including many of the largest service providers in the world, have deployed
more than 1,000 Tekelec systems and software applications in over 300 networks located in over 30 countries worldwide.

As further described below, we offer systems and software applications that include (a) high performance, network-centric,
mission critical applications for signaling and session control; (b) complementary applications that enable service providers to
better measure, manage and monetize the communication services they provide; and (c) subscriber-centric applications that
enable service providers to deliver basic and enhanced voice and data communications services. These network applications
are derived from our portfolio of systems, software and related professional services that we design, develop, manufacture,
market, sell and support. Our network applications enable our service provider customers to optimize their network efficiency
and performance and to provide basic and enhanced voice and data services to their subscribers. Qur network applications are
designed to assist our customers as they transition their traditional networks to intemet Protocol (or IP) based networks.

We deliver these network systems and software applications through the following three reportable business segments:

*  Network Signaling Group (NSG): Our network signaling product portfolio enables service providers to establish,
control, and terminate voice and data communications *“calls” or “sessions.” Over the years, we have gained
considerable signaling expertise and intellectual property. We believe that we are one of the leading vendors of
network signaling applications worldwide. Historically, our NSG business segment has accounted for the most
significant portion of our revenue, representing approximately 67% of our revenues for 2006.

¢  Communications Software Solutions Group (CSSG): Our CSSG business unit leverages our NSG installed
customer base, and its product portfolio complements the functionality of cur NSG product portfolio. Our CS8G
solutions assist our customers in measuring network and service performance, managing network and service
efficiency, and monetizing their networks and service offerings through the reduction of revenue loss. Our CSSG
business segment represented approximately 13% of our revenues for 2006, -

s  Switching Solutions Group (88G): Our SSG solutions control and route the actual voice or data comprising a “call”
or a “sesston.” Our SSG network applications enpable our customers to offer basic and enhanced voice and data
services utilizing traditional -and IP-based networking technologies. Our SSG business segment represented

: approximately 20% of our revenues for 2006.
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We derive our revenues from the sale or licensing of these telecommunications network systems and software applications
and the related professional services, such as instailation, training services and customer support, including customer post-
warranty service contracts and our recently announced TekelecCare offering. Payment terms for contracts with our customers
are negotiated with each customer and are based on a variety of factors, including the customer’s credit standing and our
history with the customer. For financial information by operating segment, product category, and geographical area, please see
Note 16 “Operating Segment Information” to our Consolidated Financial Statements and “Results of Operations - Revenues™ in
the section of this Annual Report entitled “Management’s Discussion and Analysis of Financial Condition and Results of
Operations.”

We were incorporated in California in December 1971, and our headquarters are in Morrisville, North Carolina. Our
Internet address is www.tekelec.com. We are not including the information contained on our website as a part of, or
incorporating it by reference into, this Annual Report on Form 10-K. We make available free of charge through our website
our Annual Reports on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and amendments to these
reports, as soon as reasonably practicable after we electronically file such material with, or furnish such material to, the
Securities and Exchange Commission. Copies of this Annual Report and other reports are available without charge upon
written request to us.

Industry Background

Historically, landline, also known as “wireline” or “fixed,” telecommunications service providers have been either
government owned or heavily regulated , and their primary objective has been to provide voice services. Their networks, often
referred to as Public Switched Telephone Networks, or PSTNs, were built and have evolved and been maintained over long
periods of time, in many instances for decades, and were primarily designed to provide seamless, reliable and secure global
voice communications. The technology upon which today’s PSTN is based is commonly known as “circuit switched” and

" utilizes time division multiplexing (TDM) standards for transmission of the electronic signals carrying the voice conversation.

The electronic signals carrying the voice conversations are referred to as “media,” and in a circuit switched network they
follow a dedicated path, or circuit.

Further evolution of the circuit switched network included the introduction of additional services, which we refer to as
“intelligent network™ services, by adding both a signaling network layer and an enhanced intelligent network services layer on
top of the TDM voice switching network. The signaling network layer improved network performance by reducing call setup
times, improving the efficiency of the network, providing for interoperability between two independently owned networks, and
providing access to an enhanced intelligent network services layer. The critical technology underpinning the intelligent
network is the globally accepted signaling protocol known as Signaling System #7, or $S7. The flexibility of the three-layered
intelligent network design permitted the introduction of a number of new and enhanced services, including toll free numbers
and number portability, whereby subscribers are able to retain their local phone number, yet move their phone service to a new
service provider. While 8S7 was initially created to support signaling in the PSTN, it has also become an essential element for
connecting calls and delivering enhanced services in wireless networks. '

Wireless networks are often referred to as Public Land Mobile Networks, or PLMNs. Wireless networks generate
substantially more SS7 signaling traffic than fixed line networks due to additional capabilities inherent in wireless telephony
such as mobile registrations, roaming, and mobile call handoffs between cellular towers and equipment. As a result, wireless
operators generally invest more in SS7-related equipment, such as signal transfer points, or STPs, than landline
telecommunications service providers in order to accommodate the unique signaling demands of mobile telephony. In
addition, rapid growth in wireless subscribers, minutes of use and increased popularity of wireless services such as voice mail,
short text messaging, pre-paid billing and wireless number portability have led to a significant increase in S87 traffic on mobile
networks in recent years, and has created a need for high capacity signaling infrastructure. Driving the higher usage in wireless
networks, particularly in the United States, are flat rate pricing plans that feature no incremental charges for any callsup to a
specified monthly limit. Innovative service offerings like camera phones, the increasing popularity of family calling plans, and
continued wireline to wireless substitution are also contributing to continuing wireless subscriber growth. We believe that
wireless usage may continue to increase in the coming years and create additional SS7 signaling traffic and increased demand
for our network applications.

In the past, networks designed primarily for data services have emerged and are commonly referred to as the Internet. The
Internet is a collection of Internet Protocol, or IP, -based networks that provide global reach for a broad range of information
services such as web browsing, e-mail, electronic commerce and research. [P networks are “packet switched” networks
because the IP protocol breaks the media into packets before transporting them, each packet often taking separate path, to the
intended destination where the packets are then reassembled prior to delivery to the intended recipient. -

Increased competition among service providers has resulted in a reduction in the price per minute that service providers
charge for traditional voice services. This, in turn, has driven increased subscriber demand for voice services as well as
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demand for innovative new services, including basic data services. With the resulting revenue and margin pressure, service
providers are attempting to reduce the expense of delivering traditional service while expanding their networks to handle the
greater volume of traffic. We believe these dynamics are a primary driver of the recent wide spread consolidation among
service providers, as they attempt to take advantage of increased economies of scale and/or posmon themselves to offer both

“wireline and wireless services. In furthier response to consumer demand and declines in prices brought about by expandmg
competition, service providers have also begun to offer services beyond those traditionally offered, mcludmg bundlmg voice,
video and data services.”

The Emergence of a Convergea’ Network
. . . [ - .
Today, most service providers operate both circuit switched networks and packet networks, Currently, the majority of
‘networks which carry voice communications rely on TDM circuit switching technology, and, until recently, packet switching

has been used almost exclusively for data communications. Managing multiple distinct networks is not expected to be a viable
economic alternative. While circuit switching has oftered reliable and high quality voice communications, packet switching is
inherently more efficient and cost effective. As a result, service providers are beginning to migrate toward a single IP network
architecture, or cpnverged network, to serve as the foundation for their enhanced voice, video and data service offerings,

Convergence has a wide vatiety of meanings within the communications industry. The term convergence encompasses:
(2) the convergence of circuit and packet-based technologies to support voice services (voice transported over IP and 8§87
signaling transported over IP); (b) the convergence of mobile networks and fixed networks and the assoctated flexibility of
accessing networks utilizing a variety of subscriber devices; (c) the convergence of widely utilized information technologies
with proprietary legacy telecommunication technologies; and (d) the convergence of basic voice and data services and
enhanced multimedia services.

In the last several years, the IP Multimedia Subsystem architecture, or IMS, has emerged as an architecture well suited for
converged [P networking. Variations of the IMS architecture have been and are being adopted by various standard-setting.
bodies within the wireless, wireline and cable industries. Very much like the SS7-based intelligent networking architecture
employed by circuit switched networks, IMS includes a three-layer architecture: a media transport layer, a signaling and
session control layer and an‘applicationslayer. However, instead of employing the SS7 protocol for signaling, IMS uses a
newer signaling protocol, Session Initiation Protocol, or SIP. SIP’s advantages include its ability to manage multimedia
services (voice, video and data) in an IP nétwork, making them accessible from a wide variety of devices, such as mobile
phones, personal computers, ordinary phones and personal digital assistants, or so called “smart phones.”

Transitioning to a Converged Network

The transition to a converged network poses a challenge for service providers: when and how can they cost effectively
transition from existing networking technology to the converged network, without disrupting existing services and without
abandoning current and recent investments in existing networks? We believe this transition process will evolve through three
phases: the current state, the transition state and the future state.

~  We believe the current state includes basw voice and data services signaled with §S7 and transported over TDM-
based networks.

—  We believe the transition state will offer basic and enhanced voice and data services signaled with S§7, but
transported over [P-based-netwarks. Examples of network applications many service providers are evaluating and

. deploying include voice services transported over IP, or VoIP, and SS7 signaling transported over IP, or SIGTRAN.

- ‘We believe the future state will be based upon the emerging mdustry consensus for IMS architectures providing
enhanced multimedia service (voice, video and data) signaled with SIP and transported over an IP-based, converged
network.

While this trend is global in nature, there remain considerable differences by geography in the PSTN, PLMN and Internet
maturity, as well as in the economic opportunities that service providers are attempting to capitalize upon. .These differences
generally affect the decision as to when and how service providers adopt newer technologies and commence their transition to-
a.converged network. As a result, we expect adoption of, and, thus, demand for the networking technologies to vary from
market to market, and current state, transitional state and future state networks to overlap for a considerable period of time. 'We
believe that there will likely be instances of all three network states, or hybrid networks, concurrently owned and operated by a
single service. prowder especially the larger providers who own networks in several markets, For example, service providers
operating current state networks in emerging markets will need to interoperate with service providers operating transitional

"networks and converged networks in maturing markets. Finally, service providers must be able to measure performance,
manage the quality and avallablhty of service and monetize the newer services in and across current, transition and future state
networks. .o c. : _ .




Tekelec’s Network Applications

Our network applications assist our customers in meeting their primary challenges in the competitive communications
environment, which are differentiating their revenue generating offerings and lowering network costs. They enable the
delivery of intelligent services and facilitate transition to the converged network. We believe that our open, standards-based
products and services are highly reliable and enable us to reach a larger addressable market, while enabling service providers to
more cost effectively manage their networks and offer intelligent services that differentiate them from their competition.

Signaling Network Applications offered by our NSG business unit

With over 1,000 signaling systems in operation worldwide, we have one of the most widely deployed standalone signaling
application platforms in the telecommunications industry. Our signaling systems and software are installed in all Tier | North
American wireless and wireline service providers. As we expand internationally, we continue to grow our customer base
among the leading wireless and wireline service providers in Europe, Asia, Africa, Central and South America, We believe
that our EAGLE 5 Integrated Signaling System, or “EAGLE 5 ISS;” is successful because of our focus on the development of a
competitive, highly scalable system that is able to meet the rigorous technological demands of rapidly growing global service
providers. :

Over time, we have extended the features and capabilities of our signaling systems and software to include other integrated’
value-added network applications. The types of other network applications that we have targeted are those that are highly
synergistic with our sighaling network applications, such as our Number Portability application for number portability in
mobile and fixed networks; our GFLEX application for improved mobility management through optimization of a service
provider’s Home Location Register, or HLR, resources; our TekMedia application for more efficient, network-based Short
Message Service, or SMS, and control of unwanted text messages (commonly referred to as “SPAM™ messages);.as well as
applications for integrated data collection used in concert with our real time performance management network application
delivered by our CSSG business unit. By integrating or bundling other synergistic network applications with our signaling
applications within our EAGLE 5 ISS platforms, we have enabled service providers to reduce the number of signaling
connections between network elements and the congestion and bottlenecks in their signaling networks — thus enabling service
providers to realize greater throughput capacity and efficiency in their communications networks.

As network traffic has grown, service providers have been looking for even more cost effective ways to handle the related
increase in SS7 traffic. One of the main features of the EAGLE 5 1SS platform is its ability to support SIGTRAN, which is
essentially SS7 transported over 1P, and to help our customers realize substantial efficiencies inherent in IP networking. Use of
our SIGTRAN systems, software and related applications results in a substantial increase in signaling efficiency by enabling
$S7 signaling transported over IP at faster rates than traditional S§7 signaling transported over TDM or other packet
networking technologies. Customers may choose to deploy the EAGLE 5 ISS with SIGTRAN capability to gain signaling
efficiencies, among other benefits; as they transition their voice service to VolP networks. In addition, customers of our
signaling products may upgrade their existing infrastructure to enable SS7 signaling over [P. The upgrade enables them to
preserve the value of their existing SS7 infrastructure and makes them capable of facilitating interoperability between circuit
switched and next generation packet networks. :

As a result of service provider challenges encountered in transitioning to the converged network, we believe that 857 will
continue as a requirement for the foreseeable future. In order to meet the various needs of our customers as they transition to
IMS, we are developing SIP signaling systems and transitional product offerings that allow the current and future networks to
interoperate. - The device within the IMS architecture that manages SIP-based communications sessions is the Call Session
Control Function, or CSCF. Our implementation of CSCF, the TekCore™ Session Manager, is designed to enable service
providers to integrate CSCF functionality into their networks and seamlessly offer S57, SIGTRAN and/or SIP based
communications services.

As service providers adopt IMS, we believe that they will likely operate hybrid networks with both intelligent network and
IMS services for years. IMS is designed to permit service providers to orchestrate service interaction of multiple SIP-based
services. NSG's Service Mediation solution is designed to enable service interaction among legacy, mobile, VoIP and IMS
networks. NSG’s Service Mediation solution simplifies the interworking of network components that utilize different
protocols without having to upgrade each network switch or re-architect the network. This allows service providers to simplify
their network architecture for faster service rollout, to deliver value-added, bundled services and to cap investments in legacy
technology based equipment. It bridges.technologies, allowing $87-based, intelligent network service platforms to coexist and
interact with SIP-based, IMS network service platforms.

Network-Applications offered by our CSSG business unit

We believe the synergy between our industry leading signaling platforms and performance management, revenue
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management and service creation applications provides significant value to our customers, Qur CSSG network and business
applications help service providers measure, manage and monetize the communications traffic that traverses their networks.
Specifically, these applications enhance the reliability and security of our customers’ networks, reduce the time to troubleshoot
probiems, enable real-time management of service quality, and help detect and correct revenue leaks due to fraud, incorrect
billings, and errors-in recordkeeping. These products also help service providers deploy new services more cost effectively and
improve their return on investment in existing and new services across both legacy and next generation telecommunications
networks. . ‘

We provide comprehensive real-time network and business applications measurement capability for traditional and IP
networks, as well as hybrid networks. Our CSS5G solutions allow a service provider to verify overall network performance and
quickly isolate problems in the network, while reducing capital and operating expenditures.

Our real time performance management system and software applications are offered as a solution with the EAGLE 5 ISS,
complementing and leveraging the functionality of our signaling network applications. Our performance management
solutions address a variety of activities related to'the service provider’s end user’s experience, including traffic management,
quality of service and troubleshooting. Our products allow the service providers to collect data about the operation of their
networks and to-graphically analyze and pinpoint network and quality of service problems.

Our revenbie service applications are designed to permit service providers to monetize their services.by gathering business-
critical intelligence to make informed decisions, identifying sources of revenue loss, recovering revenue while increasing
margins, and enabling new revenue generating services. We believe our CSSG applications provide vatuable data on
subscriber behavior, which may be used by marketing professionals to create highly targeted service bundles that increase
profitability and customer value. '

Basic and Enhanced Voice and Data Network Applications offered by our SSG business unit

Our switching solutions are focused primarily on creating and enhancing next-generation voice and data switching
products and subscriber-centric services for both traditional circuit switched networks and newer packet switched networks.
We offer wireline (Class 4 and Class 5) and wireless telephony soluticns, as well as enhanced VoIP network applications. We
believe that voice and data networks will increasingly interoperate, or converge. We have designed and are designing our
switching solutions products and subscriber-centric services 1o enable out service provider customers 1o implement converged
voice and data networks, —

Recently, both VoIP and voice, video and data convergence activity has increased, as leading service providers and cable
operators have begun to compete for subscribers by offering a “bundled” package of voice, data and video services, also known
as “triple-play” service offerings (e.g., phone, internet and cable services). While VoIP has been a significant factor in
business communication systems and services for many years, its growth has been limited in the broader consumer market.
During 2006, new service providers, incumbent wireline service providers (e.g., Verizon), and cable operators realized
significant growth in VolP subscribers, which we believe is due in part to the maturing of these new technologies and the
entrance of more established providers into the market. We believe our VolP solutions are well positioned to meet this
growing VolP market demand.

As service providers seek additional ways to improve their service offerings, we believe that they are beginning to explore
" ways of achicving “continuous mobility.” Continuous mobility is the ability of a mobile customer to seamlessly move from a
wraditional maobile wireless network to a home or business fixed wireless network, also known as a “WiFi” network, without
disrupting service. WiFi fixed wireless networks enable access to VoIP services typically provided by a wireline service
provider. This network capability is known as “Fixéd Mobile Convergence,” or FMC. Demand for FMC is supported by
mobile phone manufactirers who have begun delivering “dual mode™ mobile handsets that can communicate over both

. traditional wireless networks and over WiFi networks. Historically, consumers have been required to maintain multiple phone
devices and service plans, such as a wireline phone service for the home along with a separate wireless service plan. The
availability of “dual mode” mobile handsets combined with FMC network capabilities enables service providers to attract and
retain customers by reducing the requirement for multiple phone devices and by providing customers with access to more
economical wireline-based VolP services while using a mobile phone handset. ‘

Our switching solutions products are also designed to support the transition of a.service provider’s network to IMS
through simultaneous support of both SS7 and SIP signaling interfaces. In addition, our products are distributed and provide
the media transport and application layers in the three layer IMS architecture. This capability allows service providers to
. initially deploy our solutions in a pre-IMS network to provide for cost effective VoIP and/or TDM services. When these
service providers are ready, they can evolve to a full IMS network by deploying the additional CSCF equipment to provide the
session control layer in a more cost effective manner.
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Qur Business Strategy - >

Qur objective is to be a premier silpplier of communications systems, software and related professional services, delivering
high performance, mission critical network applications for existing, transitional and converged voice and data
communications networks. Key elements of our strategy to achieve this objective include:

Leveraging Our Installed Base and Established Customer Relationships. With over 1,000 signaling systems in operation
worldwide, we have one of the most widely deployed, standalone signaling application platforms in the telecommunications -
industry. Our strategy is to leverage our worldwide installed base and our well established relationships with our customers in
order to deepen our market penetration globally and to pursue selected emerging new market segments. We believe that we
can leverage our installed base and established customer relationships by offering network applications that function not only
in today’s networks, but that also enable our customers to transition to converged IMS networks in the future.

Maintaining Technology Expertise and Knowledge. We believe that one of our core competitive strengths is the breadth of
our knowledge and expertise in communications technologies, particularly in signaling and session control; in high
performance, mission critical applications which utilize real time or near-real time data (especially data derived from signaling
networks); and in voice call control. We have developed this expertise over more than two decades and, during 2006, we filed
a significant number of new patent applications. We intend to enhance our existing products, develop new products and
expand our portfolio of patented intellectual property by continuing to make significant investments in research and
development. As part of our commitment to technology leadership, we were an early leader in developing solutions for S57
signaling over [P; using real time database applications (including number portability and integrated network monitoring); as
well as our offering of packet-based voice switching solutions. ’

Focusing on Continued Operating Improvements. We intend to continue to identify and implement new ways to improve
our operating efficiency and business processes to enhance our profitability. We lowered our unit material costs and improved
our margins through the use of contract manufacturing and improved supplier relationships. In 2005 and 2006, we continued
to expand our sourcing of raw materials and services globally to lower our unit costs and increase our labor rate productivity.
This included the sourcing of printed circuit boards from China, the assembly of our printed circuit boards in Thailand and
Guadalajara, Mexico and the off-shoring of certain product development efforts to India, China and the Czech Republic. In
2006, in connection with the creation of our EAAA regional sales and marketing organization, comprised of Europe, the
Middle East, Asia Pacific (including India and China), Africa and Australia, we combined seven regional sales and marketing
teams into three. From time to time, we review our organizational and operating structure to determine whether new or
expanded job functions or business processes can be assumed by existing personnel or reengineered, resulting in higher
productivity.

Expanding Globally. We sell our products internationally through our direct sales force, sales agents,
partnerships, and distributor relationships. We also sell directly from our wholly owned subsidiaries in Argentina,
Brazil, Canada, Colombia, the Czech Republic, France, Germany, India, Italy, Malaysia, Mexico, Singapore, Spain,
Taiwan and the United Kingdom and from our sales offices in China, Dubai, the Russian Federation and South Africa.
Total intemnational revenues for 2006, 2005, and 2004 were $241.5 million, $134.0 million, and $87.1 million,
respectively, representing 44%, 28%, and 27% of our total revenues, respectively.

Pursuing Opportunities with Strategic Partners. We intend to complement our product offerings and extend our market
reach through selected strategic partnering relationships, including original equipment manufacturer, or “OEM,” partners,
referral arrangements, teaming agreements and distribution agreements. Our existing strategic relationships include technology
development, outbound OEM and collaboration relationships with companies such as Alcatel-Lucent, NEC and ZTE. In
addition to these strategic partnerships, from time-to-time we have also made acquisitions of technologies, competencies and
businesses, where we sought to leverage synergies with our existing technologies, competencies and commercial opportunities.
In 2005, we acquired privately held iptelorg GmbH (“iptelorg”) to augment our signaling portfolio with SIP routing software
and additional SIP expertise. In 2006, we entered into a worldwide license to certain technologies and intellectual property
rights that we believe will form the core software platform for our service mediation product family. We believe this
technology provides key capabilities, which will provide our customers with a smooth evolution from $S7 to SIP-based
signaling and next-generation high performance network applications once we complete development of the product offerings
based on this technology. We anticipate that, from time to time, we may make additional acquisitions where we believe
synergies with our existing business can be leveraged.

Recent Acquisitions and Dispositions

In July 2006, we completed the sale of IEX Corporation (“IEX™), a wholly owned subsidiary, to NICE-Systems Ltd. for
approximately $201.5 million in cash, which included a $1.5 million working capital adjustment. [EX provided workforce
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management and intelligent call routing systems for single- and multiple-site contact centers. 1EX sold its products primarily
to customers in industries with significant contact center operations such as airlines, finahcial services, telecommunications and
retail. Prior to our decision to sell IEX, the results of IEX’s operations were reported as the IEX Contact Center. Group
reportmf, segment.

During 2005, we completed the acquisition of iptelorg , a developer of SIP routing software, which is now included within
our NSG reporting segment. In October 2004, we acquired Steleus Group Inc. (*Steleus™), a real time performance
management supplier that provides business related iritelligence products and services to telecommunications service providers.
During the fourth quarter of 2004, Steleus’ telecommunications product line was combined with certain of our existing
business intelligence applications, such as blllmg verification and other network element independent app]:callons 1o form our
CSSG reporting segment.

In October 2005, we acquired the remaining minority ownership interest in Santera Systems Inc. (“Santera™); a developer
of integrated voice and data switching solutions, which had become a majority owned subsidiary in June 2003, In April 2004,
we acquired Taqua, Inc. (“Taqua™), a privately-held provider of next generation packet switching systems. In September 2004,
we acquired privately held VocalData, Inc. (*:VocalData”), a provider of hosted IP telephony applications that enable the
delivery of advanced telecom services and applications to business and residential customers. The former.Santera, Taqua and
the VocalData businesses form our SSG reporting segment. _ v

Our Sale$ and Marketing Strategy

Our sales and marketing strategies include selling directly through our sales force and indirectly through
distributors and other resellers, entering into strategic alliances, and targeting certain markets and customers. To
promote awareness of Tekelec and our products, we also advertise in trade journals, exhibit at trade shows, participate
in industry forums and panels, maintain a presence on the Internet, and use direct mail. From time to time, our
employees author amcles tor trade journals. .

Distribution. We sell our products in the United States principally through our direct sales force and indirecily
-through strategic relationships with various third parties. Our North American direct sales force operates out of our
regional offices located throughout the United States. Internationally, we sell our products through our direct sales
force, sales agents, partnerships, and distributor relatlonshlps As market conditions warrant, we may increase our -
direct sales and marketing activities worldwide. :

Strategic Rela:ionships. We believe that our current and future strategic relationships with other leading
communication solution providers will improve market penetration and acceptance for our network applications,
Many of these system integrators have long-standing relationships with public telecommunications service providers
and offer a broad range of services Lo these service prov:derq through their existing sales and support networks. We
seek strategic relationships that: !

*  enhance our presence and strengthen our competitive position in our target markets;

= offer products that complement our network applications to provide value-added networkmg products and
services; and

* leverage our core technologies to enable communications equipment suppliers to develop enhanced products
with market differentiation that can be integrated with Tekelec’s products and services.

We believe that our strategic third-party relationships present us with additional opportunities to penetrate the
communications network application market and demonstrate our strategic partners’ recognition of the technical
advantages of our network products. Through our relationships with, among others, Alcatel-Lucent, FiberHome, NEC
Neva and NEC do Brazil we are enhancing our market presence and the ability to access leading network service
providers. Although our current sales through these relationships are not significant (other than Alcatel-Lucent), a
termination of one or more of our relationships, or the sale of competing preducts by any of these strategic partners
could have a material adverse effect on our future operating results.




Our Systems and Software -

We currently offer systems and software through our three business units. Our principal Network Signaling Group
solutions are described below:;

1

Solution Description
Signaling and Session Our EAGLE®S Integrated Signaling System (ISS) provides global signaling and real time,
Control . transaction-based applications from a'single platform. Substantial database size, signaling

capacity and transaction speed are coupled with next generanon IP connectivity, providing a
transition path 10 the converged network.
The same platform delivers full signal transfer point, or STP, capabilities and a portfolio of
integrated applications. Applications integrated with the platform provide the delivery of an
array of intelligent routing and other value-added services.. Service providers are able to
optimize the use of network resources, deploy number portability, manage subscribers and

N services, migrate to new technologies, control fraud and interoperate networks with disparate
technologies.

Transitional and IMS ~ We offer a portfolio of products to support IMS and the transition to IMS networks. By

Solutions : leveraging our expertise in S57 signaling and SIP session control, we provide a signaling
bridge that enables interoperability between circuit and packet switched technologies. Our
systems and software thus permit our customers to approach the transition to converged
networking through the signaling layer. We also offer core session control for SIP-based,
IMS networks.

Our IMS solution enables service providers to gradually migrate to IMS at the signaling layer.
We believe this transitional approach aliows service providers to control the pace of evolution
and provides a cost effective approach for migrating to IMS and for managing a hybrid S57-
SIP signaling network.

Specific IMS-transitional systems and software include:

Service Mediation
Our Service Mediation solutions are designed to enable service interaction ameng legacy,
mobile, VolP and IMS networks. These solutions bridge technologies and enable unified
service delivery across S87 and S1P-based networks. Transitional benefits include:
= Reduced investment in legacy technologies
= Service continuity across hybrid networks
s Leveraging of existing intelligent network appllcatlons llke number portability, to
support IMS subscribers
= Offering of new SIP-based services to customers wnh SS7 based handsets,
improving our service provider customer return on investment

TekCore Session Manager '

Our open, standards-based CSCF is designed to support high performance SIP-signaling and -
session control in core IMS networks, enabling muitimedia services. TekCore also supports
SIP aggregation in VolP networks, allowing service providers to cost effectively scale their
VolP networks, while laying the groundwork for the eventual migration to IMS.

Service Dispatch and Control
H:gh performance “Pre-IMS” server enables certain new services such as prepaid or enhanced
voice services to be deployed to all subscribers, whether served by the lMS or the legacy

network.
Number Portability * We simplify number. portability by integrating-advanced database managen.lent and signaling
. functions on a single network platform, providing advantages over solutions that rely on

external service control points. We provide a full suite of number portability solutions for
fixed and mobile networks in the U.S. and-international markets.

*




Mobility Management

Messaging

The convergence of the PSTN with IP networks requires a new type of number
portability/translation with the ability to map telephone numbers to [P addresses. This new
number portability/translation is known as Electronic Number Mapping, or ENUM. Next
generation services such as VolP, multimedia service, push-to-talk and instant messaging will
possibly require high ENUM transaction rates. We have leveraged our experience in high
capacity, low latency database applications to develop our ENUM solution.

Wireless voice and data communications generate substantially more signaling traffic than
fixed-line calls. Our mobile service provider customers benefit from our intelligent routing
appiications ability to handle network expansion in a reliable, cost effective manner,
Applications such as HLR (Home Location Register) optimization, Equipment Identity
Register (EIR) and voice mail redirection help service providers to manage network growth,
improve network efficiency, reduce costs and meet regulatory requirements.

Our short text messaging solutions are designed to span both traditional S57 based TDM, or

*2G" networks and SIP-based [P, or 3G networks. The access-independent selution enables

the delivery of text messaging — from simple store-and-forward short message service (SMS)
to more advanced networked messaging services. '

TekMedia SMS is an innovative, modular solution, which enables service providers to deliver
advanced networked messaging. Service providers can grow capacity and capabilities
incrementally or create a complete, end-to-end SMS solution. :

Our principal Cemmunications Software Solutions Group sclutions are described below:

Solution Description
Performance Our portfolio of Performance Management solutions provides real time or historical
Management information based on network traffic. Service providers can gain insight into the
Solutions performance of the network, roaming activity, service usage, and customer behavior.

Service Creation
Solutions

Our solutions deliver network visibility to service providers, assisting them in managing and
routing traffic in an efficient and cost effective manner. By monitoring network
transactions, service providers can improve service delivery and mare accurately bill their
subscribers for content downloads. They can verify the successful delivery of content from
third-party providers and pay only for successful downloads.

Applications include:
= troubleshooting
* network management
* roaming management
* services management
* revenue leakage discovery
* revenue recovery and generation
» market intelligence and analytics

Our Performance Management solution collects, correlates, processes, and stores data from
the network. Various applications use this data to enable network operators to ensure the
performance, reliability and security of the network; to detect and track revenue leaks and
potential recovery; and to provide timely market and business intelligence needed to drive
business improvement. The solution supports wireline and wireless service providers across
both the traditional TDM-based networks and [P-based networks. This solution can be
deployed on a stand-alone basis or as an integrated feature of the EAGLE 5 ISS. Our
Performance Management solution is installed in a number of service providers’ networks,

Our Service Creation Solutions, or SCS, offer service providers an alternative to traditional,
legacy service platforms. Our SCS are supplied with pre-packaged solutions permitting
service providers to launch their own services thus reducing lengthy development cycles. At
the same time, a creation environment is provided which allows our customers 1o customize
their existing services as well as to create new services themselves.
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Revenue
Management

Applications include:
= number screening
* routing
* number translation
= charging
» content and marketing

Tekelec’s Revenue Management portfolio is designed to help service providers gather
business-critical intelligence to make informed decisions, identify sources of revenue loss
and increase margins.

These solutions give service providers visibility into network traffic data that is specific to
inter-carrier compensation and subscriber activities. Service providers can identify possible
sources of revenue leakage and reéqver lost revenues caused by fraudulent abuse, poor
network planning or network attacks. Valuable data provided on subscriber behavior and -
service preferences enables marketing professionals to create highly targeted service bundles
that increase profitability and customer value. '

Our principal Switching Solutions Group solutions are described below:

" Transit Network
Solution

Fixed Mobile
Convergence
Solution

Converged Media
Gateway (CMG)

-+ Solution Description

Enhanced VolP Our Enhanced VolP Solution (EVS) offers service providers a fully integrated way to offer a

Solution wide set of advanced IP-based features and services to both their VoIP and traditional voice
service customers. EVS can be deployed by both small and large service providers. New
service providers, also known as competitive service providers, and cable television network
service providers can use EVS to upgrade their networks for broadband services. EVS
consists of the Tekelec 7000 and 6000 products packaged as a solution.

Hosted VoIP Our Hosted VolIP Soelution (HVS) provides a wide set of feature-rich business and

- Solution residential VoIP services. HVS consists of the Tekelec 6000 combined with an optional set

of Tekelec media gateways — T9000, T8000, T7000, or a combination thereof. Our HVS
enables VolP service providers to start small and grow while offering voice and video
services that can both replace PBXs and economically serve home users. HVS offers high
quality VoIP services with reduced service provider integration efforts, thereby lowering
operating expense for service providers.

Our Transit Network Solution (TNS) brings new capabilities and cost savings to service
providers which operate large and geographically distributed networks. TNS allows service
providers to achieve improved network survivability through geographic diversity and
distributed processing. Our Transit Network Solution consists of the Tekelec 9000
Distributed Switching System deployed with .one or more T3000 Media Gateway
Controllers, and multiple T8000 Media Gateways.

Our Fixed Mobile Convergence (FMC) solutions are designed to help mobile and fixed
service providers gain new revenues from their current networks. Service providers can
offer features that help them lower customer turnover and gain subscribers without complex
network replacement. Our FMC solutions allow end users to have a single number identity
with the ability to originate and énswer calls from their wireless or wireline phones. Qur
FMC consists of a Tekelec 6000 combined with a Tekelec 9000 and a convergence gateway.
This solution allows mobile and fixed service providers to gain new revenues from their
current networks. .

Our Converged Media Gateway solution (CMG) 1s typically offered to large equipment
vendors, such as Alcatel-Lucent, and system integrators who combine our CMG with other
equipment they provide. Our CMG consists of the Tekelec 8000 family of media gateways
and offers a flexible, scalable, cost effective media gateway platform that can be deployed in
wireless or wireline networks.
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Systems and Software Development

The communications market is characterized by rapidly changmg technology, evolving industry standards and frequent
new product introductions. Standards for new technologies and services such as Third Generation, or “3G” wireless services,
softswitching, signaling for packet networks, internet protocol and IMS architectures are still evolving. As these standards
evolve and the demand for services and applications increases, we intend to adapt and enhance our products and develop and
support new products. We solicit product development input through discussions with our customers and participation in
various industry organizations and standards committees, such as the Telecommunications Industry Association, the Internet
Engineering Task Force, the Softswitch Consortium, the 3rd Generation Partnership Project (“3GPP?), and the IMS Forum, and

‘by closely monitoring the activities of the International Telecommunications Union, the European Telecommunications

Standards Institute, and the International Organization for Standardization and Alliance for Telecommunications Industry
Solutions (“ATIS™).

We continue to invest in research and development in order to expand the technological capability, functionality and
breadth of our applications. From 2004 to 2006 we invested over $350 million—approximately $148.4 mllllon $119.2
million, and $93.7 million during 2006, 2005, and 2004, respectively, in product development.

We currently expect that a substantial portion of our development of new products and enhancements to existing and

. future products will be developed internally or through outsourced development contractors, with the possibility of selective

acquisitions to complement and supplement our product development pipeline when deemed prudent. Cur product
development efforts to date have resulted in leading telecommunication network applications, and we believe that our current
and future product development efforts will continue to yield leading telecommunication network applications. There are risks
associated with the development of our products, which are discussed further in the section entitled “Risk Factors” in this
Annual Report.

Service, Suppert and Warranty

We believe that customer service, support and training are important to building and maintaining strong customer
relationships. We service, repair and provide technical support for our products. Our support services include:

24-hour technical support,

remote access diagnostics and servicing capabilities,

extended maintenance and support programs,

comprehensive technical customer training,

extensive customer documentation,

field installation, emergency replacement and regular software maintenance releases, and
limited upgrades and enhancements.

. To our customers and certain resellers of our products, we also offer technical training with respect to the proper use,
support and maifitenance of our products. )

We maintain in-house repair facilities and provide ongoing trammg and technical assistance to customers and international
distributors and other resellers at our technical assistance centers in Morrisviile, North Carolina; Plano, Texas; Egham, United
Kingdom and Singapore. These centers also support our network signaling and switching products on a 24 hour-a-day, seven
day-a-week basis. In addition, we have invested in providing in-country service and support in Brazil, France, India, and
Mexico. '

i
We also offer network implementation services in connection with our effort to supply a complete solution for our network

application deployments including products from our vendor partners. In such instances, we offer specific service contracts to
support the needs of our service provider customers that choose to migrate their network to, for example, packet technologies.

We typically warrant our products agaihsl'defects in materials and workmanship for one year after delivery and
installation, which period may not exceed 15 months following shipment, and thereafter offer extended service warranties.

Customers
Customers for our NSG products consist primarily of network service providers. Wireléss service providers accounted for

over 50% of NSG’s revenues in 2006. Customers for CSSG products are generally the same as those for our NSG products,
but typically are a different department (e.g., finance, marketing and sales). Customers for SSG products currently consist
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primarily of rural service providers, independent operating companies, competitive access providers and large international
public telephone and tetegraph companies. Further, Alcatel-Lucent is also a customer of $8G. Alcatel-Lucent resells certain
SS5G products on an OEM basis together with its own systems directly to service providers.

Historically, a limited number of customers have accounted for greater than 10% of our annual revenues. In 2006 and
2005, Cingular, including AT&T prior to the merger of Cingular and AT&T Wireless, represented approximately 10% and
18%, respectively, of our annual revenues. In 2005, Alcatel represented approximately 19% of our revenues,. We anticipate
that our operating results in any given period will continue to depend, to a significant extent, upon revenues from a small
percentage of our customers.

Backlog

Backlog for our products typically consists of contracts or purchase orders for both product deliveries scheduled within the
next 12 months and extended service warranty to be provided generally over periods of up to three years. Our backlog at any
particular date may not be a meaningful or accurate indicator of future financial results primarily because (i) we account for our
customer contracts under the residual method prescribed by Statement of Position 97-2, “Software Revenue Recognition”
(“SOP 97-2"} and (ii) the size and duration of orders and customer delivery and installation requirements vary and may be
cancelled or rescheduled by the customer.

At December 31, 2006, our total backlog amounted to-approximately $455.3 million, compared to 1otal backlog of
approximately $520.2 million at December 31, 2005. We regularly review our backlog to ensure that our customers continue
to honor their purchase commitments and have the financial means to purchase and deploy our products and services in
accordance with the terms of their purchase contracts.

Competition

Netweork Signaling Group. The market for our network signaling products is competitive and has been highly
concentrated among a limited number of suppliers. We presently compete in the network signaling market, primarily,
with Siemens, Cisco Systems and Huawei. We expect that competition will increase in the future from both existing
and new competitors.

We believe that the principal competitive factors in the high performance, mission critical network signaling
systems and software market are system performance, scalability and functionality, system quality and réliability,
customer service and support, price and the supplier’s financial resources and marketing and distribution capability.
We anticipate that responsiveness in adding new features and functionality will become an increasingly important
competitive factor. New entrants or established competitors may offer systems that are superior to our systems in
performance, quality, service and support and/or are priced lower than our systems.

We believe that our ability to compete successfully in the network signaling market also depends in part on our
distribution and marketing relationships with leading communications equipment suppliers and resellers. 1f we cannot
successfully enter into these relationships on terms that are favorable to us, or if we cannot maintain these
relationships, our business could suffer.

Communications Software Solutions Group. The market for monitoring and revenue management software solutions is
very competitive. Our major competitors include Tektronix, Agilent and Anritsu, as well as a number of smaller competitors
existing in different geographic markets. We believe the market will remain very competitive with a number of smaller
competitors continuing to enter this market.

We believe the integration of CSSG’s products with NSG’s products, including the EAGLE 5 ISS, provides a key
competitive advantage. The added simplicity and reliability of our integrated approach provides a direct benefit to our
customers. We also offer a non-integrated, probe-based solution where needed to allow our customners to derive
additional value from our applications. Our applications offer an array of configuration tools and a Web-based user
interface for ease of use. Our applications have the added benefit of supporting both existing protocols and newer

-protocols such as SIP, GPRS, and UMTS from a common architecture. We provide critical network capabilities, such

as the ability to continuously trace a call end-to-end as it traverses both traditional circuit and newer packet network
domains, Our real time capabilities allow an operator to discover and correct network and related business issues
quickly.

" Switching Solutions Group. The market for our switching solutions is extremely competitive and is highly
fragmented. We presently compete in the next-generation switching market with numerous public and private
companies. The public companies include, among others, Nortel, Cisco, Alcatel-Lucent, Sonus Networks and
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Siemens. The private companies include, among others, Veraz Networks, MetaSwitch, BroadSoft and CopperCom;

" We expect competition to remain intense, pamcularly as'this market matures and until the number of competitors is

reduced or ratlonallzed

We believe that the principal competitive factors in the next-generation switching market are product ' '
performance, scalability, functionality, quality and reliability, customer service and support, price and the supplier’s
financial resources and marketing and distribution capabilities. We believe that our ability to compete successfully in
the next-generation switching market will, in part, depend on our ability to secure'large and leading wireline or :
wireless service providers as reference accounts for our next-generation switching products. Because a number of our
competitors have existing relationships with these large and leading service providers as their legacy switching .
providers, it may be difficult for us to displace these incumbent suppliers with our next-generation products. : N

Intellectual Property

Qur success depends, to a significant degree, on our proprietary technology and other intellectual property. Werelyona

. combination of patents, copyrights, trademarks, trade secrets, non-disclosure policies, confidentiality agreements and

contractual restrictions to establish and protect our proprietary rights both in the United States and abroad. In 2006, we filed a S

-significant number of new patent applications. Inventions by members of our research and engineering staff have been, and

continue to be, important to our growth and success. Patents have been granted to us on many of these inventions in the United
States and other countries. Qur patent portfolio has been developed over time and, accordingly, the remaining terms of our
patents vary. .Some of the earlier issued patents have now expired or are approaching expiration. ‘Between 2007 and 2010, less
than 1% of our patents will expire. However, we intend to continue to seek and obtain patents protecting our newer .
innovations. Each business segment possesses its own patent portfolio that provides certain competitive advantages in
protecting our innovations. Although we believe that our patents will become increasingly important in maintaining and

" improving our competitive position, no single patent is essential to our business as a whole, and no one patent is considered

material to any of our business segments. ?

The measures discussed above afford only limited protection and may not prevent third parties from misappropriating our
technology or other intellectual property. In addition, the laws of certain foreign countries do not protect our proprietary rights
to the same extent as do the laws of the United States and the possibility of misappropriation of our technology and other
intellectual property is more likely in these countries. If we fail to successfully enforce or defend our intellectual property
rights, or if we fail to detect misappropriation of our proprietary rights, our ability to effectively compete could be seriously
impaired.

Our pending patent and trademark registration applications may not be approved and our competitors may challenge the
validity or scope of our patent or trademark registration applications. In addition, we may face challenges to the validity or
enforceability of our proprietary rights, and litigation may be necessary to enforce and protect our rights, to determine the
validity and scope of our proprietary rights and the rights of others, or to defend against claims of infringement,
misappropriation or invalidity. Any such litigation would be expensive and time consuming, would divert the attention of our
management and key personnel from business operations and would likely harm our business and operating results. We cannot :
be assured that our efforts to defend such challenges would be successful.

We also license software and other intellectual property from third parties. Based on experience, we believe that such
licenses can generally be obtained or renewed on commercially acceptable terms. Nonetheless, there can be no assurances that
such licenses can be obtained or renewed on acceptable terms, or at all. Our inability to obtain or rencw certain licenses or to
obtain or renew such licenses on favorable terms could have a material adverse etfect on our business, operating results and
financial condition. The communications industry is characterized by the existence of rapidly changing technology, an
increasingly large number of patents and frequent claims and litigation based on allegations of patent infringement. From time
to time, third parties may assert patent, copyright, trademark and other intellectual property rights to technologies that are
important to us. There can be no assurance that our patent rights will not be challenged, invalidated or circumvented. From
time to time, we receive notices from, or are¢ sued by, third parties regarding patent claims. Any claims made against us
regarding patents or other intellectual property-rights could be expensive and time consuming to resolve or defend, would
divert the attention of our management and key personnel from our business operations and may require us to modify or cease

‘marketing our products, develop new technologies or products, acquire licenses to proprietary rights that are the subject of the
infringement claim or refund to our customers all or a portion of the amounts paid for infringing products. If such’claims.are

asserted, there can be no assurances that the dispute could be resolved without litigation or that we would prevail or be able to

. acqutre any necessary licenses on acceptable terms, or at all. In addition, we may be requested to defend and indemnify certain
- of our customers, resellers and partners against claims that our products infringe the proprietary rights of others. We may also

be subject to potentially significant damages or injunctions against the sale of certain products or use of certain technologies.’
See “Legal Proceedings™ in Part I, Item 3, of this Annual Report.
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Environmental Matters

Our operations are subject to a wide range of environmental laws in various jurisdictions around the world. We seek to
operate our business in compliance with such laws. Tekelec is and will continue to be subject to various product content laws:
and product takeback and recycling requirements that will require full compliance in the coming years. We expect that these
laws will require us to incur additional compliance costs. Although costs relating to environmental matters have not resulted in
a material adverse effect on our business, results of operations, financial condition and liquidity in the past, there can be no
assurance that we will not incur increased environmental costs in the future, which may have a material adverse effect on our
business, results of operations, financial condition and liquidity.

'Working Capital
For a discussion of our working capital practices, see section entitled “Application of Critical Accounting Policies and Use
of Estimates” in Part II, Item 7 “Management’s Discussion and Analysis of Financial Condition and Results of Operations™ of

. this Annual Report.
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Employees

At December 31, 2006, we employed 1,409 regular full time employees. The classification of our employees by business
segment and corporate function as of that date is as follows;

Network Signaling Group 266
Communications Software Solutions Group 111
Switching ' Solutions Group . 296
. Sales, Marketing and Customer Support 433
' Operations 151
Management, Administration and Finance 152
Total - 1,409

We also employ individuals on a regular part-time basis and on a temporary full-time basis, as well as utilize the services
of contractors as requlred Many of our employees hold stock optmns restricted stock units and/or stock appreciation rights
under our equity compensanon plans. None of our employees are represented by a labor union, except for certain employees in
France and we have not experienced any work stoppages.

We believe that our relations with our employees are good. Employee morale, job satisfaction and career development
continue to be 1mportam areas of our focus. We believe that it is increasingly important to our future success to recruit and
retain skilled employees. For more information on this subjéct, see the “Risk Factors™ section of this Annual Report under the
heading “Failure to recruit and retain key personnel could harm our ability to meet key objectives and adversely affect our

business and the price of our common stock.”

Available Information

We intend to make'this Annual Report, as well as our quarterly reports on Form 10-Q, our current reports on Form 8-K
and, if applicable, amendments to those reports filed or furnished pursuant to Section 13(a) of the Exchange Act, publicly
available on our website (www tekelec.com) without charge as soon as reasonably practicable following our filing of such

* reports with the Securities and Exchange Commission (“*SEC”). Our SEC reports can be accessed through the investor
relations section of our website. The information found on our website is not part of this or any other report we file with or
furnish to'the SEC. We assume no obligation to update or revise any forward looking statements in this Annual Report or in

- other reports filed with the SEC, whether as a result of new information, future events or otherwise, unless we are required to

do so by law. A copy of this Annual Report and our other,reports is available without charge upon written request to James
Chiafery, Director, Investor Relations, Tekelec, 5200 Paramount Parkway, Mormisville, North Carolina 27560,

Further, a copy of this Annual Report is obtainable from the SEC’s Public Referéncé Room at 450 F iﬂ}f Stréet, NW, ' i
Washington, D.C. 20549. Information on the operation of the Public Reference Room can be obtained by calling the SEC at 1-
800-SEC-0330. The SEC maintains an internet site that contains reports, proxy and mfonnanon statements and our other

filings at www.sec.gov.
ftem 1A. Risk Factors.

As indicated above in this Annual Report under “Forward-Looking Statemnents,” the statements that are not historical facts
contained in this Annual Report are forward-looking statements within the meaning of the Private Securities Litigation Reform
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Act of 1995, These statements reflect the current belief, expectations, estimates, forecast or intent of our management and are
subject to and involve certain risks and uncertainties. Many of these risks and uncertainties are outside of our control and are
difficult for us to forecast or mitigate, In addition to the risks described elsewhere in this Annual Report and in certain of our
other filings with the SEC, the following risks and uncertainties, among others, could cause our actual results to differ
materially from those contemplated by us or by any forward-looking statement contained herein. Prospective and existing
investors are strongly urged to carefully consider the various cautionary statements and risks set forth in this Annual Report
and our other public filings.

QOur operating resulrs have historically fluctuated and are expected to fluctuate in future periods, which may adversely
affect the market price of our common stock.

Our quarterly and annual operating results are difficult to predict and may fluctuate significantly. We have failed to
achieve our revenue and net income expectations for certain prior periods, and it is possible that we will fail to meet these
expectations in the future.

Our product revenues in any quarter depend in part on orders booked and shipped in that quarter. A significant portion of
our product shipments in each quarter occurs at or near the end of the quarter. Since individual orders can represent a
meaningful percentage of our revenues and net income'in any quarter, the deferral, cancellation of or failure to ship an entire
order in a quarter can result in a revenue and net income shortfall that causes us to fail to meet securities analysts’ expectations
or our business plan for that period. We base our current and future expense levels on- our internal operating plans and revenue
forecasts, and our operating costs in the short term are fixed to a large extent. As a result, we may not be able to sufficiently
reduce our costs in any quarter to adequately compensate for an unexpected near-term shortfall in revenues, and even a small
shortfall could disproportionately and adversely affect our operating results for that quarter. In addition, a number of other
factors, many of which are outside our control, can cause fluctuations in our quarterly and annual operating results including
among others:

* fluctuations in demand for our products and services, especially by service providers, in part due to a changing global
economic environment;

= price and product competition in the telecommumcauons industry which can change rapidly due to technological
innovation;

= the success or failure of our strategic alliances, acquisitions, or disposals of or exits from certain businesses;

= the ability to enforce our intellectual property rights and to defend claims that our offerings may infringe another
company’s intellectual property;

* 'the introduction and market acceptance of our and our competitors” new products, services and technologies;

" the timing of the purchase and deployment by our customers of new technologies and services, including VolP,
SIGTRAN and SIP;

= changes in general economic conditions and specific market conditionq in the telecommunications industry;

* the ability of telecommunications service providers to utilize excess capacity of signaling lnﬁ’astructure and rclated
products in their networks;

» the progress and timing of the convergence of voice and data networks and other convergence-related risks described
below;

* the trend toward industry consolidation among our customers and our competitors which may result in reduced.
demand and pricing pressure on our products;

* the size, timing, terms and conditions of customer orders and shipments;
*  sudden or unanticipated shortages of components provided by our vendors;

= the lengthy sales cycle of our products, especially with respect to our international customers, and the reduced
visibility into our customers’” spending plans for those products and associated revenue;

* the capital and operating spending patterns of our customers, including deferrals or cancellations of purchases by
customers;

» the ability of our customers to obtain financing or to otherwise fund capital expenditures;

*  our ability to achieve targeted cost and expense reductions;

= our dependence on wireless telecommunications service providers for a significant percentage of our revenues;
s ynanticipated delays or problems in developing or releasing new products or services;

» * variations in sales channels, product costs, or mix of products sold;
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= the geographic mix of our revenues and the assoc1ated impact on our gross margins;

= the mix‘of our product sales across product lines (1 e., between our higher margm mgnalmg products and lower margm
switching products), which-cin have significant impact on’our gross margins; '

»  the expense and other potential negative impact of current and future litigation;

»  actual events, circumstances, outcomes, and amounts differing from judgments, assumptions, and estimates used in
determining the values of certain assets, including the amounts of related valuation allowances, liabilities, and other
items reflected in our Consolidated Financial Statements;

" changes in accountmg rules, such as recently adopted rules regarding stock-based compensation, which require the
expensmg of employee equity-based awards, as 'well as recent income tax accounting pronouncements

= our judgments regarding the recognition and deferral of revenues in-accordance with GAAP, mcludmg as to whether
an arrangement includes muitiple elements and if so, whether vendor specific objective evidence of fair value exists
for those elements, which judgments impact the amount and tlmmg of product and service revenue recognized;

s our ability to fund and sustain our research and development act1v1ties and their impact on the development of new
. products; ‘ :

" = the expansion of our sales, marketing and support operations, both domestically and intemationally;- _
»  changes in our pricing policies and those of our competitors;

= our ability to successfully comply with increased and complex regulations affecting our business;
= further restructuring costs; ‘ ’ ' " '

» failure of certain customers to successfully and timely reorgamze their operations, mcludmg emerg1n5 from
bankruptcy; :

»  worldwide economic or politica! instability; and

= foreign currency exchange rate ﬂuctuatlons

, The factors described above are difficult to forecast and mitigate and could have a material adverse effect on our busmess :
~ operating results and financial condition. We may experiefice a shortfall in revenues or an increase in- opcratmg expenses in the

future, which would adversely affect our operating results. As a consequence, opetating results for a particular period are. -
difficult to predict, and, therefore, prior results are not necessarily indicative of results to be expected in future periods. Any of
the foregoing factors, or any other factors discussed-elsewhere herein, could-have a material-adverse effect on our business,
results of operations, and financial condition that could adversely affect our stock price.
Qur operating results may be adversely aﬂ‘ected by unfavorable economic and market conditions and the uncertain
geopolmcal environment. : o St R : “
Economic conditions worldwide have contributed to slowdowns in the telecommunications industry and may impact our
busmess resulting in:
* reduced demand for our products and services as a result of contmued constramts on capital expenditures by our ¢
customers; SO
» increased price competition for our products; . s
» risk of excess and obsolete inventories; and. .
* higher overhead costs as a percentage of our revenues:

N

“Recent turmoil in the geopolitical environment in many parts of the world, including terrorist activities and military
actions, particularly the continuing tension in and around Iraq and the plans to nationalize privately owned . Lo
telecommunications, oil and utility companies in Venezuela, as well as changes in-energy, natural resources.and precious metal
costs, may continue to adversely affect global economic conditions; If thé economic and market conditions in the United
States or mtemationally deteriorate, we may experience material adverse impacts on our business, operating results, and
financial condition. : ‘ : .

. oty ~ b4

We expect our gross margins i tu vary over time and our recent level af grovs margms may not be sustamable, which may
have a materml adverse effect on our future profii tubthty

Our recent level of gross margins may not be sustainable and may continue te be adversely affected ‘by numerous factors,
including: . .

= increased price competition including competitors from Asia, espec:ally China;
» .increased industry consolidation among our customers, which may:lead to decreased demand for and downward
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pricing pressure on our products; : : : '
. changes in customer, geographic, or product mix, mcludmg mix of configurations wrthm each product group,
=  anincrease in sales of our SSG products (which typically carry lower margins than sales of our NSG products) as a
percentage of total revenues;
" our ablllty to reduce and control productlon costs;
= increases in material or labor costs;
»  excess inventory and inventory holding costs;.,
= obsolescence charges; . “ '
= changes in shipment volume; :
*  reductions in cost savmgs due to changes in component prlcmg or charges incurred due to inventory holding penods 1f
parts ordenng does not correctly anucrpate product demand,
*  changes in distribution channels;
® * " losses on customer contracts; and - - C
" increased warranty costs. o
Our Switching Solutions Group business unit has a history of operating losses and we may continue to incur losses and
not achieve profitability in this business unit in the future, which may negatwely affect our operating results, financial
condition and the price of our common stock. .

In 2006, we continued to experience significant operating losses in S5G. . A comprehenswe evaluation in 2006 of S8G’s
operations showed that both revenues and orders for fiscal year 2007 were expected to fall short of our previous projections,
and resulted in material impairment charges in 2006 related to write-downs of acquired technology and of goodwill. Asa
result of this assessment, we expanded the scope of the restructuring of SSG's operations initiated earlier in 2006 to reduce the
cost structure of the SSG business and to better align the cost structure with the business opportunities. There can be no-
assurance, however, that we will realize all of the anticipated benefits of our restructuring activities. Please refer to the
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” and “Notes to Conso]rdated
Financial Statements” sections of this Annual Report for a more detalled discussion of thts matter,

We may continue to-incur losses in SSG which may have a matertal adverse effect on our operatmg results, our financial
condltlon and the market value of our common stock. - ; : A .

. . i . . :
The markets in which we compete are mteme{y competttrve, which could adversely aﬁecr our revenite and net income
growth, : -

For information regarding our competition and the risks arising out of the.competitive environment in which we operate, .
see the section entitled “Competition” contained in Item 1 of Part 1 of this Annual Report. Please also see the risk factor below
entitled “If our products do not satisfy customer demand for perfonnance or price, our customers could purchase products from
our competitors.” . . - . ) . . '

Teiecammumcanons mdustry consolidation may lead to increased competrtmn and fewer customers and may harm our
operatmg results \ . " L -

There has been a trend toward industry consolidation in our markets for several years. We expect this trend to continue
as companies attempt to strengthen or hold their market positions in an evolving industry, and as companies are acquired or are
unable to continue cr expand operations. We believe that industry consolidation may result in stronger competitors and fewer
- customers. Consolidation among our customers may cause delays or reductions in capital expenditure plans and/or increased
. competitive pricing pressures as the number of available customers declines and their relative purchasing power increases.
Also, consolidation amoeng our customers may increase their leverage in contract negotiations which may require us to agree o
terms that are less favorable to our company than-the terms of our prior agreements. This could have a material adverse effect
on our gross margins, operating results, and financial condition. - . R
We have limited product 0ﬁerings, and our revenues may suffer if demand for any of our products declines or fails to
develop as we expect or if we are not able to develop and market additional and enhanced products.

- We denve a substantial portion of our revenues from sales of NSG products In: each of 2006, 2005, and 2004 our NSG-« -
products and services gencrated over 50% of our revenues, and we expect that these products and services will continue to
account for a majority of our revenues for the foreseeable future: As a result, factors adversely affecting the pricing of or
demand for these products, such as competition, technological change or a slower than anticipated rate of development or
deployment of new products, features and technologies, could cause a significant decrease in our revenues and profitability.
Continued and widespread market acceptance of these products is therefore critical to ¢ur future success. Moreover, our future
financial performance will depend in significant part on the successful and timely development, introduction and customer

18

R




acceptance of new and enhanced versions of our EAGLE 5 ISS product line as well as our other products. Introducing new -
and enhanced products such as these requires a significant commitment to research and development that may entail substantial
risk and may not result in success. There are no assurances that we will be successful in developing and marketing additional
products and related services. . -

If wrreless service prowders do not continue to Zrow ¢ and to buy our NSG producls and servrces, our network signaling
related business would be harmed. :

The success of our NSG business unit will depend in-large part on'the continued growth of wireless network operators and
their purchases of our products and services. .We derive a substantial portion of our revenues from the sale of our NSG
products and services to wireless network operators. In each of 2006, 2005, and 2004, our sales to the wireless markel
accounted for more than 50% of NSG revenues. We expect that our sales of NSG products and services to wireless service
providers will continue to account for a majority of NSG.revenues for the foreseeable future. The continued growth of the
domestic and international wireless markets is subject to a number of risks that could adversely affect our revenues and
profitability, including: . .

i
~

= adownturn in the domestic or global economy;

= aslowdown in capital spending by wireless network operators;

»  adverse changes in the debt and equity markets and in the ability of wireless service prov;ders to obtam fi nancmg on
favorable terms; K

*= delaysinor scalmg back of plans for the deploymenl by wrreless network operators of new wrreless broadband
technologies and applications;. " .

* slowing growth of wireless network subscribers, mmutes of use or adoptron of new semees and

* increased competmon :

I NP I . B Tu

'products or. services, for the build- Out or expans1on of thelr networks. A decrease in such purchases Could have a material . .
adverse impact on our reyenues and net.income. - Do 1 '
poe .
If the convergence of voice and data nenvorks does not fully occur, or rakes Ionger than anncrpated sales of our
products and our profitability may. decrease [ oo '

-

o "

L . L o . ) L N

The market for our products is evolving. Currently, voice communications are carried primarily over circuit switched
networks. Another type of network, packet switched networks, carries primarily data, Circuit and packet networks use
fundamentally different technologies. Although we expect a substantial portion ¢ of our future revenues to result from the
continuing mterconnectlon or convergence, of circuit and packet networks, we cannot accurately predict when such
convergence will occur or whether it will fully occur. Therefore, this convergence presents several significant and related risks
1o our business. Co - 0 . ‘ ., _ '

. . . N L S fe ' T :

If the convergence of circuit and packet networks does not fully occur or takes longer than anticipated, sales of our
products, and our profitability, would be adversely affected. Any factor that might prevent or slow the convergence of circuit
and packet networks could materially, and adversely affect growth opportunities for our business. Such factors include: . ,

= the fa1lure to solve or dlfﬁculty n solvmg certain technical obstacles to the transmrssron ofvorce commumcatlons

. overa packet network;
* delays in the formulation of standards for the transmissjon of voice communications over a packet network; and-
. the imposition of access fees on packet network operators, which are-not currently charged

It may be dlfﬁcult or impossible to solve certain techmcal obstacles to the transmission of voice commumeanons over a
packet network with the same quality and reliability of a circuit network. For example, delays or gaps in ‘the timing of a
message are typically not as critical to data transmissions as they are to voice communications. The nature of packet switched
networks makes it difficult to prevent such delays or gaps as well as to repair such defects in'a way, that does not degrade the
quality of a voice conversation, - If this problem is not:solved, the convergence of circuit and packet networks may never fully
occur or may occur at a much slowegrate than we anticipate. [t may also be difficult or time-consuming for the industry to
agree to standards incorporating any one solution addressing any, such technical issues, if such a solution exists. Without

uniform standards, substantial convergence of circuit and packet networks may not occur or may take longer than anticipated. .

We cannot accurately predict when these techmca] problems W1l| be solved, when uniform standards will be agreed upon
or when market acceptance of such products and services will occur Convergence may, however, take much longer than we
expect or, as noted above, not fully occur at all., Moreover, uncertamty regardmg the technology or standards (e.g. the IP
Multimedia Subsystem architecture, or IMS) to be employed in converged networks may cause service provrders to abandon or
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delay their purchasing plans.

. Finally, the imposition of access fees on packet networks might slow the convergence of circuit and packet networks. - In
the future, access fees may be imposed on service providers using packet networks to transmit voice calls. These access fees.
might also be imposed on the termination of “pure” data messages by operators of packet networks. The imposition of these
access fees would reduce the economic advantages of using packet networks for 'voice and other transmissions, which may
slow the convergence of circuit and packet networks.

We may not realize the anticipated benefits of past or future acquisitions, which could materially and adversely affect
our operations, financial position and market value of our common stock, and the rmegrauon of acquisitions may disrupt
our business and managemem

Our growth is dependent on a number of factors, including market growth our ability to enhance existing products, our
ability to introduce new products on a timely basis and market acceptance of our existing and new products. Our strategy
includes acquiring new products and technologies through acquisitions, strategic alliances and joint ventures, and may also-
include divesting all or a portion of our interests in some business units.

We have in the past and may in the future grow through the acquisition of companies, products or technologies. During
the last four years, we have engaged in a number of acquisitions, including our acquisitions of Santera, Taqua, Steleus,
VocalData and iptelorg. Acquisitions are inherently risky, and no assurance can be given that our previous or future
acquisitions will be successful or will not materially and adversely affect our business, operating results or financial condition.
We may not realize the expected beneflts of an acquisition. In addition, acquisitions may also lead to potential write-downs,
restructuring, or other one-time charges due to unforeseen business developments and other factors, and these charges may
adversely affect our operatmg results, financial condition and the market value of our common stock.

For example, at the time of our acquisition of Taqua, we; along with several of our competitors, expected the market for
small switch service providers to grow rapidly in the coming vears. We acquired Taqua in 2004 in order to expand our next-
generation switching product line to address this market. This market to date has failed to meet the growth projections
estimated by us and, as a result, this product line has consistently underperformed against our expectations. As a result of a
significant shortfall in orders for these products compared with our expectations, in the fourth quarter of 2005, we reassessed
our forecast of Taqua’s future revenues and cash flows and concluded that an impairment existed. Therefore, we wrote off
approximately $49.9 million of impaired purchased technology and goodwill that was originally recorded in connection with
our acquisition of Taqua in 2004 :

'
+

In addition, during the third quarter of 2006, it became apparent that future revénues, cash flows and expected orders
related to the other SSG reporting unit, consisting of our Santera and VocalData product lines, would underperform our
previous expectations. ‘As a result, we lowered our forecasts of this reporting unit’s revenues and cash flows and concluded
that an impairment existed. Therefore, we wrote off a total of approximately $100.6 million of impaired purchased technology
and goodwrll that was orlgmally recorded in connection with our initial investment in Santera in 2003, our acquisition of the
remaining mmorlty interest'in Santera in 2005, and our acqmsmon of VocalData in 2004.

If we make any further acquisitions, we may issue stock that would dilute our existing sharehoiders’ percentage ownership
or our earnings per share, incur substantial debt or assume contingent or unknown liabilities. We have only limited experience
in acquiring and integrating other businesses and technologies. Acquisitions involve numerous risks, including the following:

= the industry may develop in a different direction than we anticipated, and the technologies we acquire may not prove
to be those we need or the business model of acquired companies may become obsolete;

= the future valuations of acquired businesses may decrease from the market price we paid for these acquisitions;

* problems or delays in integrating or assimilating the acquired operations, technologies or products;

» difficulty in maintaining controls, procedures and policies during the transition and integration;"

s . unanticipated costs associated with the acquisition;

= disruption of our ongoing business and distraction of our management and employees due to integration issues;-

= inability to retain kéy customers, distributors, vendors and other business partners of the acquired busmess '

= 1nability to achieve the financial and strategic goals for the acquired and combined businesses;

*  acquisition-related costs or amortization costs for acquired intangible assets that could impact our operating results;

* our relationships with existing customers, partners or third-party providers of technology or products could be
impaired;

®  the due diligence processes may fa:l to identify significant issues with product qualrty archltecture and development,
or legal and financial contmgencres among other things;

=  we may incur significant exit or restructuring charges if the products acquired in business combinations do not meet
our sales expectations or are unsuccessful;
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* risks associated with entering new markets in which we have no or limited prior experience; and
= potential toss of the acquired organization’s or our own key employees.

Ultimately, if we do not successfully complete the integration of acquired businesses in a timely manner, or at all, we may
not realize the anticipated benefits of the acquisitions to the extent anticipated, which could adversely affect our business, .
financial condition or results of operations. We cannot assure that we will be successful in overcoming problems in connection ..
with our past or future acquisitions, and our inability to do so could significantly harm our assets acquired in such acquisitions,
revenues and results of operations. In addition, if we attempt to divest some of our business units, we may not successfully
complete this activity or we may not realize the benefits of any divesting activities which could adversely affect our business,
financial condition and results of operations.

We may undertake further restructurings which may adversely impact our operations, and we may not realize all of the
anticipated benefits of our prior or any future restructurings. :

We continue to restructure and transform our business to realign resources and achieve desired cost savings in an
increasingly competitive market. -During 2004, 2005, and 2006, we undertook a series of restructurings of our operations
involving; among other things, the reduction of our workforce, the relocation of our corporate headquarters, and the
consolidation of certain of our manufacturing facilities (the "Restructurings"), as described more fully in Note 4 to the
accompanying Consolidated Financial Statements. As part of the Restructurings, we ceased to use certain of our leased
facilities. If we consolidate additional facilities in the future, we may incur additional restructuring and related expenses, which
could have a material adverse effect on our business, financial condition or results of operations.

We have based our restructuring efforts on certain-assumptions regarding the cost structure of cur businesses and our
assumptions may or.may not be correct and we may also determine that further restructuring will be needed in the future. We
therefore cannot assure you that we will realize all of the anticipated benefits of the Restructurings or that we will not further -
reduce or otherwise adjust our workforce or exit, or dispose of, certain businesses. Any decision by management to further
limit investment or to exit, or dispose of, businesses may result in the recording of additional restructuring charges. As a result,
the costs actually.incurred in connection with the restructuring efforts may be higher than originally planned and may not lead
to the anticipated cost savings and/or improved results.

In addition, employees, whether or not directly affected by restructurings, may seek future employment with our business
pattnets, customers or competitors. We cannot assure you that the confidential nature of our proprietary information will not
be compromised by any such employees who terminate their employment with-us. Further, we believe that our future success
will depend in large part upon our ability to attract, incent and retain highly skilled personnel. We may have difficulty
attracting and retaining such personnel as a result of a perceived risk of future workforce reductions.

If we do not successfully manage the size of our operations, our profitability may be negatively impacted, and we may
incur future restructuring charges which may adversely impact our operations.

If'we fail to manage the size of our operations effectively, our business, financial condition and operating results could be
materially and adversely affected. From 2003 to 2005, our business grew rapidly as a result of strategic acquisitions and other
factors, This growth in our business placed a significant strain on our management systems and resources.” In.connection with
integrating these acquisitions into our operations, we identified certain cost synergies, primarily facility consolidations and
headcount reductions, in order to positively affect future operating income. As a result of these decisions, management
completed a series of Restructurings, as described more fully in Note 4 *Restructuring and Other Costs™ to the accompanying

- Consolidated Financial Statements. Restructurings have particular risks, many of which are discussed above under the risk

factor entitled "We may incur future restructuring charges, which may adversely impact our operations." In addition, as our
operations continue to grow, we may need to implement new systems or upgrade current systems. The failure to successfully
implement such new or improved systems could materially and adversely affect our business, financial condition and operating
results.

The majority of our operating expenses are personnel-related costs such as employee compensation and benefits, along
with the cost of the infrastructure (facility space and equipment) to support our operations and employee base. The failure to
adjust our employee base to the appropriate level to support our revenues could materially and adversely affect our business,
operating results and financial condition. In addition, expanding the distribution of our products may place new and increased
demands on our direct sales force, professional services staff, and technical and sales support staff. Although we currently
believe that we invest sufficient resources in our direct sales force, professional services staff, and our technical and sales
support staff, there are only a limited number of qualified personnel in these areas. Our ability to achieve expanded
distribution and revenue growth in the future will depend, in part, on our success in recruiting and training sufficient direct
sales, professional services, and technical and sales support personnel. If we are not able to expand our direct sales force,
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professional services staff, and technical and sales support staff as may be necessary to support our operanons our business
and operatlons could be harmed. . ‘ . ) _ .

Commencing in 2006 we recognized expense for stock-based compensatwn, and there is no assurance that the expense
measures accurately the value of the stock-based compensation awards, and, as a result, the recagmrwn of thrs' expense
' coula' adversely aﬂ'ect our eammgs and the price of our common s‘tock o . SR . RTTE
Effecnve January 1, 2006 we adopted the provisions of and account. for stock based compensatlon in accordance wnh
Statement of Financial Accountmg Standards No. 123 - revised 2004 “Share-Based Payment” (“SFAS 123R™). As a result, our
operating results for periods subsequent to December 31, 2005 contain' charges for stock-based compensatlon expense related
to employee equlty—based mcentlves and employee stock purchases under our equ1ty incentive plans. °
The application of SFAS 123R requires the use of an option-pricing model to determine. the fair value of stock-based
compensatton awards. The fair value calculation is affected by our stock price as well as assumptions regarding a number of
highly complex and subjective variables, mcludmg, but not limited to, expected stock price volatility over the-term of the
awards and projected employee stock option exetcise behaviors. Stock option valuation models were developed to assist with
" estimating the fair value of traded options that have no vesting or (ransfer restrictions, Because our employee stock.options: »
have certain characteristics that are different from traded options, and becatse changes in the assumptions used can matenally
affect the estimated value of the awards, the éxisting valuation models may not provide an accurate measure of the fair value of
our stock-based compensation. Although the fair value of our stock-based compensation expense was determined in-
accordance with'SFAS 123R, it may not Tepresent an accurate measure of the fair value of the awards granted for. the purposes
of detemumng our net income and results of operat1ons -

Prior to the adoption of SFAS 123R we accounted for our stock-based compensation using the intrinsic value method .
prescribed by APB No. 25 ¢ Accountmg for Stock [ssued to Employees” and related Interprétations.and provided the pro forma
disclosures required by SFAS 123: Applymg the intrinsic value method generally resulted in no compensation expense being
recognized related to our employee stock option grants in penods prior to our adoption of SFAS 123R. The adoption of STAS.
123R has had a material impact on our consolidated financial position and results of operanons and will continue to have.a
material impact in future periods as a- Tesult of our contmumg recognition of expense for stock-based’ compensatron We:
cannot predict the effect that this 1mpact on our eammgs will have on the price of our common stock but such 1mpact could be
adverse

If our pmducts do nat satisfy customer demand for performance or price, our customers could purchase products Srom
our competuars 5 _ : : ; RN

The telecommunications equipment industry in which we operate is highly competitive, and we expect that the level of
"competition on pricing and product offerings will continue to be intense. If we are not able to compete successfully against our

current and future competitors, our current and potential customers may choose to purchase similar products offered by our.
competitors, which would négatively affect our revenues. We face formidable competition from a nurnber of companies -
offering a variety. of network signaling, next—generatlon switching and monitoring products. The markets for our products are
subject to rapid technologrcal changes, evolving industry standards and regulatory developments, and our ‘operating results”
depend to a significant extent on our ability to adapt to these changes. Our competitors include many large domestic,and.-
international compames as well' as many smaller established and emergmg technology compames We compete pnncrpally on
the basrs of: . X o . . ‘ v . '

. .product performance and functionality;’
= product quality and reliability;

= customer service and support; and

= price.

. Many of our competitors have substantially broader product portfolios and greater financial and technological resources,
product development, marketirig, distribution and support capabilities, name recognition, established relationships with
telecommunications service providers, and other resources than we have. In addition, new competitors may enter our markets
as a result of shifts in technology, and these competitors may include entrants from the telecommunications, computer’
software, computer services, data networking and semiconductor industries: The industries in which we operate are also
undergoing consolidation which may result in stronger competitors and a change in our relative market position.

~ We anticipate that competition will continue to intensify with the ongoing convergence of voice and data networks. We
may not be able to compete effectively against existing or future competitors or to maintain or capture meaningful market
. share, and our business could be harmed if our competitors’ products and services provide higher performance, offer additional
features and functionality or are more reliable or less expensive than our products. Increased competition could force us to
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lower our prices or take other actions to differentiate our products, which could éldversely affect our operating results.

Less than 10% of our ciistomers account for a majority of our revenues, and the loss of one or more of these customers -
and our failure to attract additional customers could adversely affect our opemtmg results. :

In 2006 12 of our customers accounted for over 50% of our revenues. We ant1c1pate that our operatmg results in any given
period wnll continue to depend to a significant extent upon revenues from a small number of customers. In 2006 and 2005,
Cingular, mcludmg AT&T prior to the merger of Cingular and AT&T Wireless, represented approximately 10% and 18%,.
respectrvely, of our annual revenues. 1n 2005, Alcatel represented approximately 19% of our revenues. Reductions, delays or
cancellations of orders from one or more of our s1gn|ﬁcant customers or the loss of one or more of our significant customers in
any penod could have a material adverse effect on our operating results. In additior, the telecommunications mdustry ‘has
recently experienced a consolidation of both U.S. and non-U.S. companies. This consolidation leads to fewer customers which
means that the loss of a major customer could have a material impact on results not anticipated i m a customer marketplace
composed of more numerous participants. In order to' increase our revenues, we will need to attract additional significant
customers.on an ongoing basis. Qur failure to attract a sufficient number of such customers dunng a particular period, or our
inability to replace a significant customer lost in a consoltdatlon or merger could adversely affect our revenues, profitability
and cash flow,

Our Iarge customers have substantial negatratmg Ieverage, which may reqmre that we agree to terms and conditions
that may have an adverse effect on our business. :

Large telecommumcanons providers have substantial purchasing power and leverage in negottatmg contractual
arrangements with us. These customers may require us to develop additional features and may impose penalties on us for-
failure to deliver such features on a timely basis, or failure to meet performance standards. As we seek to sell more products to
large service providers, we may be required to agree to such térms and conditions, which may affect the timing of revenue
recognition and amount of deférred revenues and ‘may adversely affcct our profitability-and financial condition in the
apphcable perlods affected.

Ifwe farl to develop or mtroduce new products ina lrmely fashron, our busmess will suffer.

If we fatl 1o develop or 1ntroduce on a. tlmely basrs new products or product cnhancements or features that achieve market ..
acceptance, our business will suffer. Rapidly changmg technology, frequent néw product introductions and enhancements,
short product life cycles; changes in customer requirements and evolving industry standards characterize the markets for our
products QOur success will depend to a 51gn1ﬁcant extent upon our ability to accurately ant1c1pate the evolution of new
products technologles and rarket trends and to enhance our- existing products It will also depend on our ability to timely |
develop and introduce lnnovanve new products and enhancements that gain market acceptance. Finally, sales of our products
depend in part on the continuing development and deployment of emerging technology.and network architecture standards
(1nclud1ng IMS) and our ability to offer new products and services that comply with these standards. We may not be successful
in forecasting future.customer requirements-or in selectmg, developing, manufactunng and marketmg new products or
enhancing our. ex1stmg products on a timely or cost-effective basis. Moreover, we may encountet technical problems in.
connection with our product development that could result in the delayed introduction of or inability to introduce new products
or product enhancements.and the cancellation-of custoner orders’ or delays in fulfilling customer orders. Such cancellations or .
delays.could result in the.imposition of penaltles or other liabilities on us, a decrease in sales and/or,a loss of customers. Our
products may also experience technical difficuilties when deployed by our customers in their networks which may subject us to
penalties and damages. We may also focus on technologies that do not function as expected or are not widely adopted. In
addition, products or technologies developcd by others may render our products noncompetitive or obsolete and result in a
significant reduction in orders from our customers and the loss of existing and prospective customers.

We outsource substantial portions of our research and development activities to a third party vendor, and a loss of or
deterioration in this relationship could adversely affect our revénues and profitability.

Slgmﬁcant portions of our research and development ‘work are carrled out by one third party vendor operatmg in Indla
The loss of or deterioration in the relationship with this vendor for any reason could result in a delay or failure to complete
research and dcvelopment projects, which could adversely affect our ablhty to introduce new products or product
enhancements and negatively affect our revenues and profitability. , :

Our products.are complex and may have errors that are not derect_ed until deployment, and litigation related to
warranty and product liability claims.could be expensive and could negatively affect our reputation and profitability.

We may be exposed to warranty, breach of contract, product liability, fraud and other claims if our products fail to perform
as expected or if the use of our products results in property damage or bodily injury. Our highly complex products may contain
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undetected defects or, errors when first introduced or as new versions are released, and those defects or errors may not be
detected until deployment or long after a product has been deployed. Such defects or errors, particularly those that result in
' service interruptions or a failure of telecommunications networks, could harm our customer relationships, business and

. reputation, and/or result in material warranty or product liability losses. There can be no assurances that our products will not

have defects or errors. A warranty or product liability claim brought against us could result in costly, protracted, highly
disruptive and time consuming litigation, which would harm our business. In addition, we may be subject to claims arising
from our failure to properly service or maintain our products or to adequately remedy defects in our products once such defects
have been detected. Although our agreements with our customers typically contain provisions designed to limit our exposure.
to potential warranty and product liability claims, it is possible that these limitations may not be effective under the Taws of
some jurisdictions, particularly since we have significant international sales. - Although we maintain product liability insurance
“and a warranty reserve, they may not be sufficient to cover all claims to which we may be subject. . The successiul assertion
*against us of one or more large uninsured claims would harm our business reputation, our profitability and our financial
condition.. :
Qur relationships with strategic partners and distributors and other resellers are important to our future growth, and
_any inability to sustain these relationships or business failures by such third parties could harm our business.

We believe that our ability to compete successfully depends in part on distribution and marketing relationships with
leading telecommunications equipment suppliers.. If we cannot successfully enter into these types of relationships on terms -
favorable to us or maintain these relationships, our business may suffer. :

In addition, we expect to increasingly rely on the deployment of our products with those of other manufacturers, systems
-integrators and resellers, both domestically and internationally. To the extent our products are so incorporated, we depend on
the timely and successful development and market acceptance of those other products.

Our business is subject to changing regulation of corporate governance and public disclosure that has resulted in
increased costs and may continue fo result in additional costs in the future. :

We are subject to rules and regulations of federal and state regulatory authorities, The Nasdaq Stock Market and financial
market entities charged with the protection of investors and the oversight of companies whose securities are publicly traded.
During the past few years, these entities, including the Public Company Accounting Oversight Board, the SEC and Nasdag,
have issued new requirements and regulations and continue to develop additional regulations and requirements ‘partly i in
response to laws enacted by Congress, most notably the Sarbanes-Oxley Act of 2002 (“*SOX™). Our efforts to comply with
these requlrements and regulations have resulted in, and are likely to continue-to result in, incréased general and administrative
expenses and a diversion of substantial management time and attention from revenue-generating activities to compllance
-activities. : N . T

In particular, our efforts to comply with Section 4904 of SOX and the related regulations regarding our required assessment
of our internal control over financial reporting and our external auditors' audit of our assessment and the internal control over
financial repomng, has required, and continues to require, the commltment of significant financial and managerial resources.
Moreover, because these laws, regulations and standards are subject to varymg interpretations, their appl:catlon in practice may
evolve ovér time as new guidance becomes available. ThlS evolution may result in continuing uricertainty regardmg
’compllance matters and additional costs necessntated by ongoing revisions to our disclosure and govemance practicés.

Uncermmnes associated with and implications of the changing regulatory landscape in the telecommunications
industry may adversely affect our business, operating results and financial condition. Our compliance with
telecommunications regulations and standards, as well as ensuring the interoperability of our products with our customers’
networks, may be time consuming, difficult and costly, and if we fail to comply, our product sales would decrease. -

In order to maintain market acceptance, our products must continue to meet a significant number of regulations and
standards. In'the United States, our products must comply with various regulations defined by the Federal Communications
Commission-(the “FCC”) and Underwriters Laboratories, as well as standards established by Telcordia (formerly Bell

Telecommunications Research). Intematibnally, our products must comply with standards established-by telecommunications -

authorities in various countries as well as with recommeéndations of the International Telecommunications Union. As thesc '

- standards evolve and if new standards are implemented, we will be required to modify our products or develop and support ’
new versions of our products, and this may negatively affect the sales of our products and increase our costs. The failure of our
products to comply, or delays in compliance, with the various existing and evolving industry standards could prevent or delay
introduction of our products which could harm our business.

'Govemment‘regulatory policies are likely to continue to have a major impact on the pricing of existing as well as new
public network services and, therefore, are expected to affect demand for such services and the communications products,
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including our products, which support such services. Tariff rates, the rates charged by service providers to.their customers,
whether determined autonomously by service providers or in response to regulatory directives, may affect cost effectiveness of
deploying public network services. Tariff policies are under continuous-review and are subject to change. Future changes in
tariffs by regulatory agencies or application of tariff requirements to additional services could adversely affect the sales of our
products for certain classes of customers.

There may be future changes in U.S. telecommunications regulations that could slow the expansion of the service
providers’ network infrastructures and materially.adversely affect our business, operating results, and financial condition. User
uncertainty regarding future policies may also affect demand for communications products, including our products. In
addition, the convergence of circuit and packet networks could be subject to governmental regulation. Regulatory initiatives in
this area could adversély affect our business. e T -

[1i addition, in order to penetrate new targét markets, it is important that we ensure the interoperability of our products with
the operations, administration, maintenance and provisioning systems used by our customers. Qur failure or delay in achieving
such interoperability could adversely affect our ability to sell products to some segments of the communications market.

We have significant international sales, and international markets have inherent risks, which could adversely affect our
business. . ' - ‘ - 3

Doing business overseas is generally more costly than doing business in'the United States. International opportunities may
require significant investments for an extended' period before returns on such investments, if any, are realized, and such
investments may result in expenses growing at a faster rate than revenues. Telecommunications networks outside of the United
States generally have a different structure than do networks inside the United States, and our products may not be completely
compatible with this different structure. ' As a result; our products may not be competitive with those of our competitors in
those markets. In addition; access to foreign markets is often difficult due to the established relationships between a *
government-owned or controlled communications operating company and its traditional suppliers of communications
equipment. These foreign communications networks are in many cases owned or strictly regulated by government, There can
be no assurances that we will be able to successfully penetrate these markets, particularly for our switching products.

[nternationally, we sell our products through our direct sales force, sales agents and distribution relationships. We also sell
direct through our wholly owned subsidiaries in Argentina, Brazil, Canada, Colombia, the Czech Republic, France, Germany,
India, Italy, Malaysia, Mexico, Singapore, South Africa, Spain, Taiwan and the United Kingdom and our sales officés in China,
Dubai and the Russian Federation.. Total international revenues for 2006, 2005 and 2004 were $241.5 million, $134.0 million,
and $87.1 million, respectively, representing 44%, 28% and 27% of our total revenues, respectively. We expect that
international sales will continue to account for a significant portion of our revenues in future periods.

International sales are subject to inherent risks, including:

unexpected changes in local regulatory requirements, tariffs and duties;
.- changes in a country’s political or economic conditions including military conflicts or political or social unrest;
difficulties in staffing and managing foreign operations and distributors;
longer accounts receivable cycles and difficulty in accounts receivable collection;
differing technology standards and customer requirements; ‘
greater, trade regulations, nationalization of business, economic instability;
potentially adverse tax consequences; ‘
import regulations and price controls imposed by local governments;
restrictions on foreign currencies and trade barriers imposed by foreign countries;
possibl'e terrorist attacks against American interests; and
exchange rate fluctuations and exchange controls.

......O.....

e . . t

Exchange rate fluctuations on foreign currency transactions and translations arising from international operations may
contribute to fluctuations in our business and operating results. ‘Fluctuations in exchange rates could also affect demand for our
products. If, for any reason, exchange or price controls or other restrictions in foreign countries are imposed, our business and
operating results could suffer. In addition, any inability to obtain local regulatory approvals in foreign markets on a timely
basis could harm our business. s -

We intend fo continue pursuing international and emerging market .gl_'ow"t}f opportunities. An inability to maintain or to
continue to expand our business in international and emerging markets, including Europe, Asia Pacific and Latin America,
could have a material adverse effect on our business, results of operations and financial condition. In particular, we currently,
have limited operations in Asia Pacific and Latin America, and we may l:lave difficulty establishing r?lationships, building
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name recognition or penetrating these markets, which could adversely affect our performance in these markets,

s ;

Failure to recruit and retain key personnel could harm our abzltty {0 meet key objecnves and adversely affect our
business and the price of our common stock. ‘ .

We depend to a significant extent upon the continuing services and contributions of our senior management team and other
key employees. We generally do not have long-term employment agreements or other arrangements with our employees that’
would prevent them from leaving Tekelec. Our success also has depended in large part on our ability to-attract and retain
highly skilled technical, managerial, sales, and marketing personnel. Competition for these personnel is intense. The loss of
services of any of our key personnel, or inability to-attract, assimilate and retain.qualified personnel in the future, or delays in
hiring required personnel, particularly engineering and sales personnel, could make it difficult to meet our key objectives, such
as timely and effective product introductions, and could have a negative impact on the price of our common stock. There can
be no assurance that we will continue to be successful in attracting and retaining hlghly quahﬁed employees in the future and
any inability to do so could have a material adverse effect on our business.

In recent years, we have had all but one member of our senior management depart from our company. We have replaced
or are seeking to replace these individuals with either internal-candidates or individuals from outside our organization. While
our internal candidates understand our business model, they must learn a new position and take on additional or new '
responsibilities, which could take time and disrupt our on-going operations. To integrate into our company, new seniot
personnel must spend a significant amount of time learning our business model and management systems, in addition to
performing their regular duties. Accordingly, until new senior personnel become familiar with our business model and
systems, their integration may resuit in some disruption to our on-going operations. We may need to hire additional personnel .
to fill newly created positions or to replace internal candidates who have been promoted and, as a result, we may expérience
increased compensation costs that are not offset by either improved productivity or higher revenues. We may also incur.
significant severance costs in the event that additional members of our senior management or other.key employees leave
Tekelec in the future. : : " . o

Adverse resolution of litigation may harm our operating results and financial condition.

We are a party to lawsuits from time to time in the normal course of our business, including lawsuits involving allegations
of product liability, product defects, quality problems, breach of contract, and intellectual property infringement. Litigation
can be expensive, lengthy, and disruptive to normal business operations. Moreover, the results of complex legal proceedings
are difficult to predict. An unfavorable resolution of a particular lawsuit could have a materiat adverse effect on our business,
reputation, operating results, or financial condition. We maintain liability insurance for certain legal risks and also accrue for
litigation risks when it is probable that an obligation has been incurred and the amount can be reasonably estimated. We may,
however, incur losses relating to litigation beyond the limits, or cutside the coverage, of our insurance, and our provisions for
litigation related losses may not be sufficient to cover our uitimate losses or expenditures. Losses in litigation may therefore -
have a material adverse effect on our operating results and financial condition. For additional information regarding certain of
the lawsuits in which we are involved, see ltem 3, “Legal Proceedings,” contained in Part I of this Annual Report. In
particular, an unfavorable resolution of the litigation commenced against us by Bouygues Telecom, S.A.; as described in [tem 3
of this Part I, could have a material adverse effect on our business, operating results and financial condition. :

An unfavorable government review of our federal income tax returns or changes in our effective tax rates could
adversely affect our operating results.

Our future effective tax rates could be adversely affected by earnings being lower than anticipated in countries where we
have lower statutory rates and higher than anticipated in countries where we have higher statutory rates, by changes in the
valuation of our deferred tax assets and liabilities, or by changes in tax laws, regulatlons accounting principles or
interpretations thereof. For example, our future effective tax rates may be adversely impacted as a result of our adoption of
SFAS 123R because no tax benefit is recorded for stock-based compensation expense related to incentive stock options or
150s, except where shares acquired through the exercise of an IS0 are disposed of prior to meeting the statutory holding pertod
requirements under the Internal Revenue Code. :

In addition, we are subject to the periodic examination of our income tax returns by the IRS and other tax authorities. We
regularly assess the likelihood of adverse outcomes resulting from these examinations to determine the adequacy of our
provision for income taxes. The outcomes from these examinations may have an adverse effect on our operating results and
financial condition. Qur 1S, Federal income tax returns for 2002 and 2004 have been selected for audit by the internal
Revenue Service. While we believe that we have made adequate provisions related to the audits of these tax returns, the final
determination of our obligations may exceed the amounts provided for by us in the accompanying Consolidated Financial
Statements. Specifically, we may receive assessments related to the audits and/or reviews of our U.S. income tax returns that
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exceed amounts provided for by us. In the event we are unsuccessfuliin reducing:the amount of such assessments, our
business, financial condition or results of operations could be adversely affected. Further, if additional taxes and/or penalties
are assessed as a result of these audits, there could be a material effect on our income tax provision, operating expenses and net
income in the period or penods for which that determmatton ismade. .- .

In July 2006, the FASB issued FASB [nterpretatlon No. 48, "Accountmg for Uncertainty in Income Taxes—an
mterpretatlon of FASB Statement No. 109" (“FIN 48”), which clarifies the accounting for uncertainty in income taxes
recognized in an enterprise’s financial statements. We will adopt FIN 48 in the first quarter of 2007. We are currently
evaluating the impact on our financial statements of adopting: FIN .48, ‘which could result in a charge to-earnings, increases in
future effective tax rates, and/or increases in future interperiod effective tax rate volatility; all'of which could have a material
adverse affect on our net income.

Failure or c:rcumvemmn of our.controis and pracedures could sermusly harm our business.

w b 1 I * o [ - P

Dunng 20006, we made significant changes in.our mtemal controls over ﬁnan01al reporting and our disclosure controls and
procedures.~Any.system of controls, however.well designed and operated; is based in.part-on certain assumptions and'can.
provide only reasonable;-and not absolute, assurances that the objectives of the internal controls are met. The failure or . -
_circumvention of our.controls, policies and procedures could have a material adverse effect on our business; results of
operatlons and ﬁnanc1al position. I ‘ _ S - o, I

Problems mch ds computer viruses or terrortsm may dnmpt our aperatmns and harm our opemtmg results:
. . : . o

Despite our 1mplementat10n of network secunty MEeasures; OUr Servers are vulnerable to’computer viruses, break-ins, and.
similar disruptions from unauthorized tampering with our computer systems. . . Any such event could have a material adverse
effect on our business, operating results, and financial condition. In addition, the continued threat of terrorism and heightened. .
security and military action in response to this threat, or any future acts of terrorism,:may cause further disruptions.to the + =
economies of the U.S. and other countries and create further uncertainties or otherwise materially harm our business, operating
results, and financial condition. Similarly, events such as widespread blackouts could have similar negative impacts. To the
extent that such disruptions or uncertainties result in'delays or cancellations of customer orders or in the manufacture or -
shipment of our products, our business, operating results and financial condition could be materially and adversely affected

. , S . -, . o

We are expmed to ﬂuctuatwm in the market values of our portfolio mvestments and in interest rates and, therefore, oA

impairment of our investments counld harm our earnings.
We maintain an.investment portfolio of various holdmgs types and maturities. These securities are generally classified as-
available-for-sale and, consequently, are recorded on the consolidated balance sheets at-fair value with unrealized gains or
losses reported as a separate component of accumulated other comprehens1ve income (loss) netof tax. Part of this portfolio
includes equity investments in publicly traded companies; the values of which are sub_]ect to market price volatility. If there is
an economic slowdown which adversely affects the public equities'market, we may recognize in earnings ‘the decline in fair
value of our publicly traded equity-investments below the cost basis when the: declirie is.judged to be other-than-temporary.
For information regarding the sensitivity of and risks associated with the market value of portfolio investments and interest:
rates, see Item 7A. “Quantitative and Qualitative Disclosures About'Market Risk” contained in Part Il of this Annual Report.
Part of this portfolio also includes an equity investment in a privately-held company that is subject to risk of loss of investment
_capital. This investment is inherently risky because the markets for the- technologies or products it offers are typically in the
early stages and may never fully materialize. We may not be able to-recover our $7.3 million investment in thts company.:
-There can be no assurances that our measures to pratect our pmpnetary lechnology and other intellectual praperry
rights are adequate, and if we fa:l to protecr those rtghis, our: bu.smew waonld be harmed,

- 3 . -
\ et -

Our success depends to a significant de&,ree on our proprletary technology and other intellectual property. Although we
regard our technology as proprietary, we have sought only limited patent protection. - We rely on a combination of patents, .
copyrights, trademarks, trade secrets, confidentiality agreements and contractual restrictions to establish and protect our
proprietary rights. These measures, however, afford only limited protectlon and may not provide us with any competitive
advantage or effectively prevent third parties from -misappropriating our technology or other intellectual property. In addition,
the laws of-certain foreign countries do not protect our proprietary rights to the same extent as do the laws of the United States, »
which makes misappropriation of our.technology and other intellectual property more likely. 1t is possible that others will
independently develop similar products or design around our patents and other proprietary rights.. If we fail to successfully
enforce or defend our intellectual property rights or if we fail to detect misappropriation-of our proprietary rights, our ability to
effectively compete could be seriously impaired which would limit our future revenues and harm our prospects.

Our pending patent and trademark registration applications may not be approved, and our competitors and others may
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challenge the validity or scope of our patent or trademark registration applications. If we do not receive the patents or
trademark registrations we seek, or if other problems arise with our intellectual property, our competitiveness could be
significantly impaired and our business, operations and prospects may suffer. In addition, from time to time we face challenges
to the validity or enforceability of our proprictary rights and litigation may be necessary to enforce and protect our rights, to -
determine the validity and scope of our proprietary rights and the rights of others, or to defend against claims of infringement
or invalidity. Any such litigation would be expensive and time consuming, would divert the attention of our management and
key personnel from business operations and would likely harm our business and operating results.

Because we are subject to third parties’ claims that we are infringing their intellectual property and may become
subject to additional such claims in the future, we may be prevented from selling certain products and we may incur
significant expenses in resolving these claims.

We receive from time te time claims of infringement from third parties or we may otherwise become aware of relevant
patents or other intetlectual property rights of third parties that may lead to disputes and litigation. Any claims made against us
regarding patents or other intellectual property rights could be expensive and time consuming to resolve or defend and could
have a material adverse effect on our business. In addition, any such claims would divert the attention of our management and -
key personnel from our business operations. A claim by a third party may require us to modify or cease marketing our
products, develop new technologies or products, enter into costly royalty or license agreements with respect to the proprietary
rights that are the subject of the infringement claim or refund to our customers all or a portion of the amounts they have paid
for infringing products. If such claims are asserted, there can be no assurances that we would prevail, successfully modify our
products or be able to acquire any necessary licenses on acceptable terms, or at all. - In addition, we may be requested to defend
and indemnify certain of our customers and resellers against claims that our products infringe the proprietary rights of others.
In the event of the unfavorable outcome of such claim we may be required to pay significant damages or be subject to
injunctions against the sale of certain products or use of certain technologies, and there can be no assurances that any such

- ¢laims or litigation can be avoided or successfully resolved. There can be no assurances that our technologies or products do
not infringe on the proprietary rights of third parties or that such parties will not mmate or prevail in infringement actions
agamst us.

If we fail to accurately forecast our manufacturing requirements or customer demand or fail to effectively manage our
contract manufacturer relationships, we could incur additional costs or be unable to timely fulfill our customer
commitments, which in either case would adversely affect our business and results of operations and, in the event of an
inability to fulfill commitments, would harm our customer relationships,

We outsource a substantial portion of our manufacturing and repair service operations to independent contract
manufacturers and other third parties. Our contract manufacturers typically manufacture our products based on rolling
forecasts of our product needs that we provide to them on a regular basis. The contract manufacturers are responsible for
procuring ¢omponents necessary to build our products based on our rolling forecasts, building and assembling the products,
testing the products in accordance with our specifications and then shipping the products to us. We configure the products to
our customer requirements, conduct final testing and then ship the products to our custormers. Although we currently partmer
with multiple major contract manufacturers, there can be no assurance that we will not encounter problems as we become
increasingly dependent on contract manufacturers to provide these manufacturing services or that we will be able to rcplace a
contract manufacturer that is not able to meet our demand

If we fail to accurately predict our manufacturing requirements or forecast customer demand, we may incur additional
costs of manufacturing and our gross margins and financial results could be adversely affected. If we overestimate our
requirements, our contract manufacturers may experience an oversupply of components and assess us charges for excess or
obsolete components that could adversely affect our gross margins. If we underestimate our requirements, our contract
manufacturers may have inadequate inventory or components, which could interrupt manufacturing and result in higher
manufacturing costs, shipment delays, damage customer relationships and/or our payment of penalties to our customers. Our
contract manufacturers may also have other customers and may not have sufficient capacity to meet all of their customers’
needs, including ours, during periods of excess demand, |

In addition, if we fail to effectively manage our relationships with our contract manufacturers or other service providers, or
if one or more of them should not fully comply with their contractual obligations or should experience delays, disruptions,
component procurement problems or quality control problems, then our ability to ship products to our customers or otherwise
fulfill our contractual obligations to our customers could be delayed or impaired which would adversely affect our business,
financial results and customer relationships.
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We rely on third parties to provide many of our subsystems, components, software licenses and other intellectual
property included in our products. If we are unable to obtain these subsystems, components and licenses from these parties
at reasonable prices or on a timely basis, we may not be able to obtain substitute subsystems or COmponents on lerms that
are as favorable. .

Many of our products contain software or other intellectual property, subsystems or components licensed or acquired from
third parties. It may be necessary in the future to seek or rencw licenses and supplics relating to various aspects of these
products. These licenses and components are often available only from a limited number of vendors and manufacturers. There
can be no assurance that the necessary licenses or components would be available on acceptable terms, or at all. In the event
that a product becomes obsolete or otherwise unavailable from a current third party vendor, second sourcing would be required.
This sourcing may not be available on reasonable terms, or at all, and our problems in securing second sources could delay or
prevent customer deliveries, resulting in penalties and/or other adverse impacts on our business.

We are exposed to the credit risk of some of our customers and to credit exposures in certain markets which could
result in material losses and harm our business.

We are vulnerable to downturns in the economy and the telecommunications industry and to adverse changes in our
customers’ businesses and financial condition. Periodic stowdowns in the economy in general and in the telecommunications
market in particular have weakened the financial condition of many of our customers, which has adversely affected their
creditworthiness. Although we have programs in place to monitor and mitigate the associated risks, there can be no assurance
that such programs will be effective in reducing our credit risks and avoiding credit losses. We also continue to monitor credit
exposure from weakened financial conditions in certain geographic regions, and the impact that such conditions may have on
the worldwide economy. We have periodically experienced losses due to customers’ failing to meet their obligations.

_ Although these losses have not been significant, future losses, if incurred and if material, could harm our business and have a
material adverse effect on our operating results and financial condition.

Our business and operations are subject to the risks of earthquakes, floods, hurricanes and other natural disasters.

Our operations could be subject to natural disasters and other business disruptions, which could adversely affect our
business and financial results. A number of our facilities and those of our suppliers, our contract manufacturers, and our
customers are located in areas that have been affected by natural disasters such as earthquakes, floods or hurricanes in the past.
A significant natural disaster could therefore have a material adverse impact on our business, operating results, and financial
condition. -We are predominantly self-insured for losses and interruptions caused by earthquakes, floods, hurricanes and other
natural or manmade disasters.

Our stock price may continue to be volatile,

The trading price of our common stock has fluctuated substantially in recent years. The trading price may be subject to
significant fluctuations in response to, among other events and factors: (i) variations in quarterly operating results; (i) the gain -
or loss of significant orders; (iii) changes in eamings estimates by analysts; (iv) changes in our revenue and/or eamnings
guidance as announced in our eamings calls; (v) announcements of technological innovations or new products by us or our
competitors; (vi) changes in domestic and international economic, political and business conditions; and {vii) consolidation and
general conditions in the telecommunication industry. In addition, the stock market in gencral has experienced extreme price
and volume fluctuations that have affected the market prices for many companies in our industry and in industries similar or
related to ours and that have been unrelated to the operating performance of these companies. These market fluctuations have
adversely affected and may continue to adversely affect the market price of our common stock.

Our shareholder rights plan may make it more difficult for a third party to acquire us, despite the possible benefits of
such an acquisition to our shareholders.

Our shareholder rights plan may have the effect of delaying, deferring or preventing a change in control of Tekelec despite
possible benefits to our shareholders, '

Item 1B. Unresolved Stuff Comments.

None.
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Item 2. Properties.’

Our headquarters are located in Morrisville, North Carolina in facilities consisting of approximately 316,000 square feet
under leases expiring in 2013, This facility is used primarily for our corporate offices and for the engineering, product
development, sales, customer support and principal internal manufacturing operations of our Network Signaling Group and
Communication Software Solutions Group. Prior to 2006, our corporate headquarters were located in Calabasas, California.
Our Communications Software Solutions Group also occupies a total of approximately 42,000 square feet in Mulhouse, France
and Lyon, France under leases expiring in 2008. Our Switching Solutions Group occupies two facilities in Plano, Texas
consisting of approximately 100,000 square feet and 137,000 square feet under leases expiring in 2013.

In addition, we currently occupy a number of domestic and international sales and support offi ices pursuant to leases that
expire between March 2007 and February 2016. Specifically, our international subsidiaries, sales and customer service
locations are in Sao Paulo, Brazil; Buenos Aires, Argentina; Beijing and Shanghai, China; Singapore; St. Petersburg, the
Russian Federation; Guadalajara and Mexico City, Mexico; New Delhi, [ndia; Madrid, Spain; Berlin and Griesheim, Germany,
Rome, Italy; Prague, Czech Republic; Kuala Lumpur, Malaysia; Trappes, France; Egham, the United Kingdom; Dubai, UAE;
Amsterdam, the Nethertands; Johannesburg, South Africa; and Taipei, Taiwan, We also have regional sales offices
domestically in Miami, Florlda San Diego, California; Englewood, Colorado; Irving, Texas; Bethesda, Maryland; and -
Marietta, Georgia.

We believe that our existing facilities will be adequate to meet our needs at least through 2007, and that we will be able to
obtain additional space when, where and as needed on acceptable terms. See Note 13 to the Consolidated Financial Statements
for more information regarding our lease obligations.

Item 3. Legal Proceedings.

From time to time, various claims and litigation are asserted or commenced against us arising from or related to _
contractual matters, intellectual property matters, product warranties and personnel and employment disputes. As to such
claims and litigation, we can give no assurance that we will prevail. However, we currently do not believe that the ultimate
outcome of any pending matters, other than possibly the litigation with Bouygues Telecom, S.A. as described below, wili have
a material adverse eﬂ“;ct on our consolidated financial position, results of operations or cash flows._

v

Bouygues Telecom, S.A., vs. Tekelee

In February 2005, Bouygues Telecom, S.A. (“Bouygues™), a French telecommunications operator, filed a lawsuit against -
Tekelec in a United States District Court in California seeking damages for losses caused by a service interruption that
Bouygues experienced in its cellular telephone network in November 2004, Bouygues originally sought damages of
$81 million plus unspecified punitive damages and attorneys’ fees. In its complaint, Bouygues alleged that the service
interruption was caused by the malfunctioning of certain virtual home location register servers (i.e., servers that store and
provide information about subscribers in a cellular network) provided by Tekelec to Bouygues.

In June 2003, the Court granted our motion to transfer the lawsuit to the United States District Court for the Eastern
District of North Carolina. .

In October 2005, Bouygues filed an amended complaint alleging claims for strict products liability, negligence, breach of -
express warranty, negligent interference with contract, negligent interference with economic advantage, intentional
misrepresentation, negligent misrepresentation, fraud based on concealment, breach of fiduciary duty, equitable indemnity,
unfair competition under California Business and Professions Code section 17200, unfair and deceptive trade practices, breach
of contract, alter ego liability, and promissory estoppel and a direct claim under French law.

In April 2006, in responses to some of our discovery requests, Bouygues increased its estimated damages to at least
$106 million, not including interest, punitive damages, and attorneys’ fees or costs. Bouygues has since provided a claim
summary suggesting that its damages may range from $127 million to $179 million.

The parties participated in a Court-ordered mediation in May 2006, but did not resolve the litigation at that time.
Each party’s expert reports were filed in August 2006, and all discovery concluded in October 2006. In October 2006, we
filed a motion seeking summary judgment in our favor with respect to all claims, and Bouygues filed a motion seeking

summary judgment in its favor with respect to a particuiar issue. Both parties also filed motions to exclude certain testimony
and expert repotts offered by the other party in the case.
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On January 5, 2007, we presented Bouygues with an Offer of Judgment in response to a request from our insurance
carrier. The offer of $6.2 million was based on our best estimate of the maximum amount of damages that could be
recoverable by Bouygues under the relevant contract. Bouygues did not respond to the offer, and it expired ten days after it
was presented. The amount of this specific settlement offer was recorded both as a liability and an offsetting receivable (from
our insurance carrier}.in our 2006 financial statements. We are currently unable to estimate-any additional potential financial
impact this matter could have on the Company. - : ‘

On January 10, 2007, the Court denied our motion for summary judgment. On February 12, 2007, the Court denied
Bouygues® motion for partial summary Judgment The court has also issued orders denymg, to date, motions to exclude certain
tesumony and expert repons . :

Jury selection is currently schedulcd to begin on February 27 2007 with a trial scheduled to commence on March 5, 2007
in Greénville, North Carolina. Each party has been limited to 45 hours to present its case and respond to the other side.

Although we are still evaluatmg the claims asserted by Bouygues, we intend to defend vigorously against the action and
belicve Bouygues claims could not support the damage figures alleged in the amended complaint. At this stage of the
Ilttgatton management cannot assess the likely outcome of this matter; however, it is possible that an unfavorable outcome
could have a material adverse effect on’our financial condition, operating results or cash flows.

Item 4. Submission of Matters to a Vote of Security Holders.

Not applicable.

PART I |

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity Securities.
Market Information -

Our common stock is traded on the Nasdaq Global Market under the symbol TKLC. The following table sets forth the
range of high and low sales prices for our common stock for the periods indicated. As of February 9, 2007, there were 188
shareholders of record of our common stock. This number does.not include shareholders for whom shares are held in

“nominee” or “street’” name.

High Low

2005
First Quarter 5 20.85 b 15.14
. Second Quarter +17.19 11.77
Third Quarter ‘ . 2115 1545
Fourth Quarter : _ 21.01 ~ 1200
2006
First Quarter . $ 16.45 $ 12.68
. Second Quarter . . o 14.98 10.87
Third Quarter . 13.71 9.50
Fourth Quarter 16.50 12.56

We have never paid a cash dividend on our common stock. It is our present policy to retain earnings to finance the growth < "

and development of our business and, therefore we do not anticipate paymg cash dividends on our commeon slock in the
foreseeable future.

[

Equity Compensatldn Plans _
Y I t 4
The equity compensanon plan information required to be provided in this Afnual Report on Form 10-K is mcorporated by
reference to the section of our definitive Proxy Statement for our Annual Meeting of Shareholders to be held on May 18, 2007,
entitled “Executive Compensatton and Other Information — Equity Compensauon Plan Information,” to be filed with the
Commission.
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Performance Graph

The following graph compares the cumulative total return on the Company’s common stock with the cumulative total
return of the Total Return Index for The Nasdaq Stock Market (U.S. Companies), the Nasdaq Computer Manufacturers Index
and the Nasdaq Telecommunications Index for the five-year period commencing January 1, 2002. The stock price performance
shown on the graph below is not necessarily indicative of future price performance.

. Comparlsun of Five-Year Cumulative Total Return* -
among Tekelec, Total Return Index for The Nasdaq Stock Market (U.S. Companies),
Nasdaq Computer Manufacturers Index and Nasdaq Telecommunicatiens Index

175
150
w 1257
4
g 100
3 751
=t
50 -
25
0 . . . .
2001 2002 2003 2004 2005 2006
—+—TEKELEC
— @ NASDAQ COMPUTER MANUFACTURERS INDEX
—a— NASDAQ MARKET INDEX
- % - NASDAQ TELECOMMUNICATIONS
12/31/01 12/31/02 - 12/31/03 12/31/04 12/31/05 12/31/06
Tekelec : 100.00 57.70 '85.86 112.87 76.75 81.89
The Nasdaq Stock Market :
(U.S) 100.00 69.75 104.88 113.70 116.19 128.12
Nasdaq Computer Mfrs, ' o
Index 100,00 77.07 126.99 130.29 123.29 150.36
Nasdaq Telecommunications
Index 100.00 . 60.66 108.50 111.89 96.18 129.66

*  Assumes (i) $100 invested on December 31, 2001 in Tekelec Common Stock, the Total Return Index for The Nasdaq Stock

‘Market (U.S. Companies), the Nasdaq Computer Manufacturers Index and the Nasdaq Telecommunications Index and
(ii) immediate reinvestment of all dividends.

Tekelec s one of the companies that make up the NASDAQ Telecommunications Index. The Cdmpany believes that peer
comparisons are best done against the NASDAQ Telecommunications Index and will use this index for benchmark comparisons
in the future. . s :

Item 6. Selected Financial Data.

The statement of operations data included in the selected consolldaled financial data set forth below for the years ended
December 31, 2006, 2005 and 2004 and the balance sheet data set forth below at December 31, 2006 and 2005 are derived
from, and are qualified in their entirety by reference to, our audited Consolidated Financial Statements and notes thereto

-included in this Annual Report. The statement of operations data set forth below for the year ended December 31, 2003 and

the balance sheet data set forth below at December 31, 2004 are derived from our audited Consolidated Financial Statements,
which are not included herein. The statement of operations data set forth below for the year ended December 31, 2002 and the
balance sheet data set forth below at December 31, 2003 and 2002 is presented herein on an unaudited basis. The following
selected financial data should be read in conjunction with our Consolidated Financial Statements and notes thereto and
"Management's Discussion and Analysis of Financial Condition and Results of Operations” included elsewhere in this Annual
Report.
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The statements of operatlons data set forth below are adjusted to reflect the.sale of our Network Dlagnostlcs Division
. (“NDD”).in August 2002, which was accounted for as a discontinued operation. In addition, the statements of operations data.-
set forth below are adjusted to reflect the sale of [EX in July 2006, which was accounted for as a'discontinued operation.t
Accordingly, the historical statements of operations data for perlods pnor to the sale of IEX have been revised to reflect IEX as

a discontinued opcratlon

.

~ -For the year ended December 31, 2003 the statement of operations data set forth below reflects the financial results of

. Santera after the date of acquisition (i.¢., June 10, 2003), less minority interest. For the.year ended December 31, 2004, the
statement of operations data set forth below includes the financial results of Taqua after the date of acquisition (i.e.,’April 8,
2004), the results of VocalData after thedate of acquisition (i.e., September 20, 2004), and the results of Steleus after the date

of acquisition (i.e., October.14, 2004). For the year ended December 31; 2005, the Statement of operations data set forth below

includes the financial results of iptelorg GmbH after the date of acquisition, July 13, 2005, and 100% of the results of Santera

after the date of acqulsmon (October 3, 2005) of all of the shares of Santera previously held by Santera’s minority

* stockholders.

Statement of Operations Data:

Revenues

Income (loss) from connnumg operallons before
provision fort income taxes’

Income (loss) from commumg operatioi)s

Inco;he fforﬁ discontinued operations,
net of income taxes , r

Gain on sale of discontinued operations, oet of income taxes

Net income {loss) "

Eamings (loss) per share from continuing operations:
Basic
Diluted

Earnings per share from discontinued operations: »
Basic
Diluted

Earnings per share from gain on sale of
discontinued operations:
Basic
Diluted

Earnings (loss} per share:
Basic"’
Diluted

Statement of Cash Flows Data:

Net cash provided by operating activities

Balance Sheet Data (at Decemher 31
Cash, cash equwalems and investments
Working capital

Total assets

Total defetred revenues

Long-term liabilities

Sharcholders” equity’

1a

Year Ended December 31,

3060

. 2005(3) 2004 2003 2002
(Thousands, except per share data)
$§ 553647 $ 486,505 $ 326909 $ 218101 § 212,637
(125,094) (61,868) 6,452 3,153 2,983
(103,153) (44,868) 10,096 12,150 2,790
¥
- 11,751 11,127 8,083 1,890 5,757
177,458 - - 3,293 28,312
86,056 (33,741) 18,179 17,333 36,859 -
$ (1.53) § (0.68) % 0.6 $ 020 % 0.08
(1.53) (0.68) 0.15 0.19 - 0.05
1
5 017 §¢ 0.17 § 0.13 § 003 § 0.10
0.17 0.17 0.12 0.03 0.09
$ 264 % - % -8 005 § 047 -
2.64 - - 0.05 0.46
$ 128§ ©51) 8 029 S 028 § 0.61
1.28 0.51) 0.27 0.28 . 0.60
$ 11332 § 66360 § 20992 § 27673 8 46,38
Year Ended December 31,
2006 2005 2004 2003 2002
(Thousands)
' . ' .
§ 424496 $ 226329 5 275990 § 334,596 § 296,043
435,390 189,105 159,339 117,848 168,919
©v L. 969,257 825,187 774,983 628,546 517,681
222,154 213,495 160,714 98214 67,516
132,612 131,911 129,145 133,122 129,335
i 494,241 353,160 373,753 291,779 - 266,459
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{1} During the third quarter of 2006, in connection with our annual budgeting process, we performed a comprehensive
evaluation of the outlook for one of our SSG reporting units, consisting of our Santera and VocalData product lines.
As a result of this assessment and the anticipated significant shortfall in forecasted.orders for these products in the +
second half of 2006, we significantly lowered our forecasts of this reporting unit’s future revenues and cash flows.. .
These revised projections indicated that certain identitiable intangible assets acquired as part of the original
acquisitions of Santera and VocalData, specifically the purchased technology, may be impaired. We determined that
impairment indicators were present within the meaning of SFAS 144, and therefore performed an impairment test
during the third quarter of 2006. In addition, the testing for recoverability of the purchased technology acquired as b
part of the original acquisitions of Santera and VocalData discussed above is a triggering event under SFAS 142, .,
requiring that the goodwill related to the reporting unit within SSG that is comprised of Santera and Vocal Data be
tested for impairment as-well. We evaluated these intangible assets and goodwill for impairment during the third .

. quarter of 2006. As a result of our evaluation, we determined that certain intangible assets and'the goodwill * -

associated with this reporting unit were impaired. Accordmgly, the operating results for 2006 reflect certain ,
significant and unusual charges totaling $100.6 million related to the impaired technology ($25.6 million} and
impaired goodwill (375.0 million) associated with this reporting unit. Please refer to Note 10 to the accompanying
Consolldated FmanCIal Statements for a further discussion of these lmpalrments

7

_(2) Ourresults of operatlons for 2006 include approxunately_ $34.7 million of pre-tax equity-based compensation expense
(approximately $22.6 million on an after-tax basis) related to continuing operations and $0.6 million of after-tax
stock-based compensation expense related to discontinued operations. -

(3} Inaccordance with SFAS No. 144 "Accounting for the Impairment or Disposal of Long-Lived Assets" ("SFAS 144")
and SFAS No. 142 "Goodwill and Other Intangible Assets” ("SFAS 142"), we evaluated our intangible assets and
goodwill for impairment during the fourth quarter of 2005. As a result of our evaluation, we determined that certain
intangible assets and the goodwill associated with our Taqua reporting unit were impaired. Accordmgly, the operating
résults for 2005 reflect certain significant and unusual charges totaling $49.9 million related to the impaired -
technology ($22.7 million) and impaired goodwill ($27.2 million) associated with our Taqua reporting unit. Please
refer to Note 10 to the accompanymg Consolidated Financial Statements for a further discussion of these impairments.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

Executive Summary ‘ .

The following discussion is designed to provide a better understanding of our Consolidated Financial Statements,
including a brief discussion of our business and products; key factors that impacted our performance, and a summary of our
operating results. This executive summary should be read in conjunction with the more detailed discussion and analysis of our
financial condition and results of operations in this Item 7, “Risk Factors” in Item 1A and our Consolidated Financial
Statements and the notes thereto included in Item 15 of this Annual Report. Lo

Overview of our Business and Products

We are a global provider of telecommunications network systems and software applications, which we design, develop,
manufacture, market, seli and support. Our applications include: (a) high performance, network-centric, mission critical
applications for signaling and session control; (b) complementary applications that enable service providers to better measure,
manage, and monetize the communication services they provide; and {c) subscriber-centric applications that enable service
providers to deliver basic and enhanced voice and data communication services, Qur network applications enable our
customers to optimize their network efficiency and performance and to provide basic and enhanced voice and data services to
their subscribers. Our customers include traditional landline telecommunications carriers, mobile communications operators,
emerging competitive service providers and cable television service providers who are offering communication services.

= We derive our revenues primarily from the sale or license of telecommunications network systems and software
appllcatlons and related professional services, such as installation, training, and customer support, including customer post-
warranty service contracts and our recently announced TekelecCare offering. Payment terms for contracts with our customers
are negotiated with each customer and are based on a variety of factors, including the customer’s credit standmg and our
hlstory w1th the customer. :

Our corporate headquarters are located in Morrisville, North Carolina, with research and development facilities and sales
offices located throughout the world. We sell our products and services in three geographic regions: North Ametica, -
comprised of the United States and Canada; “EAAA,” comprised of Europe and the Middle East, Asia Pacific (including India
and China), Africa and Australia; and “CALA,” comprised of the Caribbean and Latin America, including Mexico.
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Operating Segments

We are organized into three operating segments: the Network Signaling Group, the Communications Sofiware Solutions
Group and the Switching Solutions Group. : .

Network Signaling Group or NSG. Our NSG products enable service providers to establish, control and terminate voice
and data communications “calls” or “sessions.” They also enable service providers to offer intelligent services, which include
any services other than the call or data transmission itself, such as voice messaging, toll free calls (e.g., “800” calls), prepaid
calling cards, text messaging and number portability (i.e., the ability to take a phone number to another carrier).

Communications Software Solutions Group or CS5G. .Our CSSG business unit leverages our NSG installed customer
base, and its'product portfolio complements the functionality of the NSG product portfolio. CSSG network and business
applications help service providers measure, manage and monetize the communications traffic that traverses their networks.
Specifically, these-applications help enhance the reliability and security of our customers’ networks, reduce the time to
troubleshoot problems,-enable real-time management of service quality, and help detect and correct revenue leaks due to fraud,.
incorrect billings, and errors in recordkeeping. These products also help service providers deploy new services more cost
effectively and improve their return on the investment in existing and new services across both legacy and next generation
telecommunications networks. We provide comprehensive real-time network and business applications measurement
capability for traditional and IP networks, as well as hybrid networks, - .

Switching Solutions Group or §§G.. Our $$G solutions control and route the actual voice or data comprising a “call” or a
“session.”., Our SSG business unit is focused primarily on creating and enhancing next-generation voice and data switching
products and subscriber-centric services for both traditional circuit switched networks and newer packet switched networks,
SSG offers.wireline and wireless telephony solutions, as well as enhanced VoIP network applications. We believe that voice -
and data networks will increasingly interoperate, or converge, and our. switching solutions products and subscriber-centric
services will‘help enable our service provider customers to implement converged voice and data networks.

Discontinued Operations

On April 27, 2006, we entered into a Stock Purchase Agreement pursuant to which we agreed to sell to NICE-Systems
Lud. (or its subsidiary) all of the outstanding shares of capital stock of IEX Corporation (the “IEX Shares™), our then wholly
owned subsidiary (“IEX”). The sale price for the [EX Shares was approximately $201.5 million in cash, which includes a $1.5
million post-closing adjustment based on the working capital of IEX‘as of the closing date. The closing of the sale of the I[EX
Shares occurred on July 6, 2006, resulting in total proceeds of $201.5 million and a pre-tax gain of approximately $200.1
million ($177.5 million after tax) in the year ended December 31, 2006. t

Prior to the sale, [EX provided workforce management and intelligent call routing systems for single- and multiple-site .
contact centers. We sold our products primarily to customers in industries with significant contact center operations such as
airlines, financial services, telecommunications and retail. Prior to our decision to sell [EX, the results of IEX’s operations
were reported as the IEX Contact Center Group operating segment. : ' .

+

IEX is classified as discontinued operations in our Consolidated Financial Statements, and its results of operations, )
financial condition and cash.flows are separately reported for all periods presented. Summarized financial information for IEX
is as follows (in thousands): '

Years ended

December 3.l.

2006 ° 2008 2004
Revenués - ¢ ‘ . 5. 36,113 $ - 50404 $ - 41,946
Income from discontinued operatioris before ' ' ' :
4 .

provision of income taxes $ 18442 5 17,746 3 12,891
Provision for income taxes . - 6,691 " 6,619 4,808
[ncome from discontinued operations, net of .

income taxes B 8 11,751 11,127 8,083
Gain on sale of discontinued operations, net of taxes o 177,458 - -
Income from discontinued operations, net of taxes $ . 189,209 b 11,127 $ 8,083 -

As more fully described in Note 13 to the accompanying Consolidated Financial Statements, in April 2006 [EX settled
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litigation with Blue Pumpkin Software, Inc. (“Blue Pumpkin”). Pursuant to the settlement agreement, each party. granted to the
other a release and cross-license of the patents asserted in the lawsuits, Blue Pumpkin made a balancing license payment to
[EX in the amount of $8.25 million on April 7, 2006, and Blue Pumpkin is obligated to make six additional annual payments of
$500,000 each to Tekelec beginning April 1, 2007 and ending April 1, 2012, Included in IEX’s operations for the year ended
December 31, 2006 is revenue of $8.25 million from this settlement. The remaining six annual installments of $500,000 have
been assigned by IEX to Tekelec and will be recorded as income in future periods as realized. » :

Internal Control and Corporate Governance

We consider our internal control over financial reporting a high priority and continually review all aspects and make
improvements in our internal control. Qur executive management is committed to ensuring that our internal control over
financial reporting is complete, effective and appropriately documented. In the course of our evaluation of our internal control,
we sought to identify material errors or control problems and to confirm that the appropriate corrective actions, inctuding
process improvements, were being undertaken. ‘We also sought to deal with any control matters in this evaluation, and in each
case if a problem was identified, we considered what revision, improvement or correction to make in accordance with our
ongoing procedures. Our continued objective is to maintain our internal control as a set of dynamic systems that change
(including improvements and corrections) as conditions warrant.

In addition to striving to maintain an effective system of internal control over financial reporting, we follow high .
professional standards in measuring and reporting our financial performance. Specifically, we have adopted a code of conduct
for all of cur employees and directors that requires a high level of professionalism and ethical behavior. We believe that our
accounting policies are prudent and provide a clear view of our financial performance. We utilize our internal audit function to
help ensure that we follow these accounting policies and maintain our internal control. Further, our Disclosure Committee,
composed primarily of senior financial and legal personnel, helps ensure the completeness and accuracy of the reporting of our
financial results and our ather disclosures. Prior to the release of our financial resuits, key members of our management review
our operating results and significant accounting policies and estimates with our Audit Commitiee, which consists solely of
independent members of our Board of Directors.

Operating Environment and Key Factors Impacting our 2006 Results

Today, most service providers operate both circuit switched networks and packet networks. Currently, the majority of
networks which carry voice communications rely on TDM circuit switching technology, and, until recently, packet switching
has been used almost exclusively for data communications. ‘Managing multiple distinct networks in the future is not expected
to be a viable economic alternative for service providers, While circuit switching has offered reliable and high guality voice
communications, packet switching is inherently more efficient and cost effective. As a result, service providers are beginning
to migrate toward a single IP network architecture, or converged network, to serve as the foundation for their enhanced voice,
video and data service offerings.

Convergence has a wide variety of meanings within the communications industry. The term convergence encompasses:
(a) the convergence of circuit and packet-based technologies to support voice services (voice transported over IP and S87 - .
signaling transported over IP); (b} the convergence of mobile networks and fixed networks and the associated {flexibility of
accessing networks utilizing a variety of subscriber devices; (c) the convergence of widely utilized information technologies
with proprietary legacy telecommunication technologies; and (d) the convergence of basic voice and data services and
enhanced multimedia services.

[n the last several years, the IP Multimedia Subsystem architecture, or IMS, has emerged as an architecture well suited for
converged IP networking. Variations of the IMS architecture have been and are being adopted by various standard-setting
bodies within the wireless, wireline and cable industries. Very much like the SS7-based intelligent networking architecture
employed by circuit switched networks, IMS includes a three-layer architecture: a media transport layer, a signaling and
session control layer and an applications layer. However, instead of employing the SS7 protocol for signaling, IMS uses a
newer signaling protocol, Session Initiation Protocol, or SIP. SIP’s advantages include its ability to manage multimedia
services (voice, video and data) in an IP network, making them accessible from a wide vanety of devices, such as mobile
phones, personal computers, ordinary phones and personal digital assistants, or so called “smart phones.”

The transition to a converged network poses a challenge for service providers: when and how can they cost effectively
transition from existing networking technology to the converged network, without disrupting existing services and without
abandoning current and recent investments in existing networks. We believe this transition process will evolve through three
phases: the current state, the transition state and the future state.

—  We believe the current state includes basic voice and data services signaled with S57 und wansported over TDM-
based networks. ' ‘
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—  We believe the transition state will offer basic and enhanced voice and data services signaled with S§7, but
transported over IP-based networks. Examples of network applications many service providers are evaluating and
deploying include voice services transported over IP, or VoIP, and SS7 signaling transported over IP, or SIGTRAN.

—  We believe the future state will be based upon the emerging industry consensus for IMS architectures providing
enhanced multimedia service (voice, video and data) signaled with SIP and transported over an IP-based, converged
network. ‘

While this trend is global in nature, there remain considerable differences by geography in the PSTN, PLMN and Internet
maturity, as well as in the economic opportunities that service providers are attempling to capitalize upon. These differences
generally affect the decision as to when and how service providers adopt newer technologies and commence their transition to
a converged network. As a result, we expect adoption and, thus, demand for the networking technologies to vary from market
to market, and current state, transitional state and future state networks to overlap for a considerable period of time. We
believe that there will likely be instances of all three network states, or hybrid networks, concurrently owned and operated by a
single service provider, especially the larger providers who own networks in several markets. For-example, service providers
operating current state networks in emerging markets will need to interoperate with service providers operating transitional
networks and converged networks in maturing markets, Finally, service providers must be able to measure performande,
manage the quality and availability of service and monetize the newer services in and across current, transition and future state
networks. '

Our products and services provide our customers with what we believe to be key components to successfully migrate to
~IMS. In 2006, while we experienced significant growth in overall revenues from our products and services deployed in
traditional network structures, we experienced an even more pronounced increase in revenues from our products and services
for deployment in next-generation networks. We believe this trend may continue as the core technologies underlying IMS
mature and as our customers increasingly commit to a migration strategy. We believe our expertise in network signaling,
coupled with our increasing abilities to provide our customers expanded products and services geared for a next-generation
network environment, positions us well to pursue the opportunities that the migration to IMS presents.

Also impacting our results in 2006 has been the recent wide spread consolidation among service providers, as they attempt
to take advantage of increased economies of scale or position themselves to offer both wireline and wireless services at reduced
costs. We believe the recent consolidation among service providers may have resulted in the delay of orders from our
customers during 2006, particularly in North America. We believe this is a short term consequence and may actually provide
us with increased opportunities to expand our presence in the merged companies and a resulting increase in future orders once
our customers complete the integration of the merged companies.-

Summary of our Operating Results for 2006 and Certain Key Financial Metrics from Continuing Operations

The following is a brief summary of our performance relative to certain key financial metrics for our continuing operations
(i.e., excluding IEX) for the year ended December 31, 2006 compared to the year ended December 31, 2005 (in thousands,
except diluted loss per share and net days sales outstanding or DSQ):

Years Ended December 31,

006 " 2005
Statement of operations statistics: )
Revenues $ 553,647 % 486,505
Impairment of purchased technology $ 25615 8§ 22,660
Impairment of goodwill h) 75,000 8 27,245
Operating loss. $ (135310) § (61,373)
Diluted loss per share b (.53 3 {0.68)
Cash flows from operations b 28,095 % 50,884
Balance sheet statistics:
Cash, cash equivalents and investments $ 424,496 8 226,329
Accounts receivable, net b} 162,622 $ 1 i5,789'
Net days sales outstanding (DSQ) . 62 days ‘ 75 days
Deferred revenue $ 222,154 3 il3,495
Working capital $ 435,390 3 ; 189,105
Sharcholders’ equity 3 494,241 3 353,160
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Revenues increased by 14% in 2006 to $553.6 million primarily due to (1) the growth in international revenues,
representing an increase of $107.6 million; and (ii) the increased demand for our NSG and CSSG product offerings
domestically, partially offset by a declme in North American revenues of $33 6 million principally wrthm our SSG product
offerings.

O,Qerating loss increased from $61.4 'million in 2005 to $135.3 million in 2006. This increase was brimarily due to: (i)
increases in certain significant and unusual charges relating to impaired technology ($25.6 million in 2006 compared to $22.7
million in 2005) and impaired goodwill ($75 0 million in 2006 compared to $27.2 million in 2005}; (n) an increase in stock-
based compensation expense of $31.3 million due to our adoption of SFAS” 123R on January 1, 2006; and(iii) hlgher operating
expenses, partially offset by an increase in both revenues and gross proﬁt (exclusrve of the increase in purchased technology
impairment charges). :

Diluted loss per share for 2006 was also negatlvely impacted by the increase 1n lmpalrment Charges mcreaqmg from a loss
pet share of $0.68 in 2005 to a loss per share of $l -53 in 2006.

- Cash Flows from Operations of continuing operatlons decreased by 45% i 1n 20006 to $28 1. mrllron from $50.9 million in
2005, due primarily to changes in operatmg assets and liabilities, such as larger increases in accounts receivable during 2006
than in 2005 and smaller increases in deferred revenues in 2006 than in 2005, offset by reductions i m deferred costs.

Cash, Cash Equivalents and Investments increased durmg 2006 by $198.2 mllhon The ma_]onty of this'increase was
driven by: (i) proceeds of $200.0 million from the sale of [EX; (ii) proceeds from the issuance of common stock under our
equity compensation plans of $17.5 million; and (iii) operating cash flows of $28.1 million from continuing operatlons offset
by capital expenditures of $36.5 million and negative cash flows from discontinued operations of $16. 8 mrlhon pnmarrly
related to payments of income tax liabilities associated with the’ gam on the sale of IEX '

Accounts Receivable increased by $46.8 million to $162 6 m1lllon as of December 31, 20()6 Thls increase was primarily
attributable to a $59.4 million year-over-year increase in accounts recelvable Wthh are also reflected in deferred revenues,
partially offset by stronger collections in accounts receivable for which we have recogmzed revenue. In addition, we. typlcally
invoice a higher percentage of our customers for our extended warranty offermg late in the fourth quarter of each year
compared to other quarters. As a result, we typically see-an increase in accounts receivable as of each year end.- While overall
accounts receivable has increased from 2005 to 2006, our Net Days Sales Quistanding, or DSQO, has decreased from 75 days as
of December 31, 2005 to 62 days as of December 31, 2006, primarily due to increased collection efforts throughout 2006.
Note that upon the achievement of certain milestones as defined in our custemer contracts, we invoice our customers for
deliverables according to the terms of the contract, which results in the recognition of a receivable prior to the recognition of
reventie. As a result, a corresponding amount of deferred revenue-is recorded related to the billing. -For purposes of calculating
DSO, amounts included in deferred revenue related to accounts receivable are netted against such accounts receivable.

N

Deferred Revenue increased by $8.7 million, or 4%, from $213.5 million as of Decerhber 317, 2005 to $222.2 million as of
December 31, 2006, primarily due to an increase in sales arrangements that require the deferral of revenue (e.g., partial
shipments of a sales order) and increases related to our installed base of customers under our extended warranty offerings.

Working Capital increased by 130% from $189.1 million as of December 31 2005 to $435 4 million as of December 31,
2006, primarily due to a net increase in cash, cash equivalents and investments from the sale of IEX, along with an increase in
accounts receivable and income taxes receivable. :

Shareholders ' Equity increased by 40% tn 2006 from $353.2 million as of December 31, 2005 to $494.2 million as of
December 31, 2006, primarily due to: (i) net income of $86.1 million; (ii) proceeds from the issuance of our common stock
under our equity compensation plans of $17.5 million; and (iii) increases in common stock resulting from stock- based
compensation of $35.7 million, including approximately $1.0 million of stock-based compensation expense attributable to °
discontinued operations. '

Results of Operations

Historically, the focus of our sales order management and contracting processes and related personnel has been on
obtaining large sales orders that, in most cases, included multiple product and/or software deliverables, which we normally
deliver over a period of time, NSG customers, in particular, placed large orders and we historically focused on customer
satisfaction by making partial shipments to meet our customers’ requirements. Title and risk of loss passed to the customer
prior to the recognition of revenue. In addition, the compensation structure under which our sales force operates was designed
to support and promote the pursuit of large orders without regard to the timing of shipments or the timing of revenue
recognition dictated by these orders.
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Because the software component of our products is more than incidental to the functionality of our products, we recognize
revenue under the residual method prescribed by SOP 97-2. As a result, under arrangements with multiple product
deliverables, we defer revenue recognition related to partial shipments until all products under the arrangement are shipped and
title and risk of loss have passed to the customer.

Fluctuations in revenue between quarters are not necessarily mdicative of future trends, principally die to our use of the
residual method of accounting for revenue recogmtion Throughout 2006 and early 2007, we eévaluated our sales and order
processes, and related sales compensation plans, in order to determine how to best align these business processes and plans
with our current revenue recognition policies. While we have implemented several new polices and procedures, including a
new sales compensation plan deSigned to better meet the needs of our customers and shareholders, the timmg of revenue
recognition may continue to vary significantly from quarter to quarter depending on the shipment arrangements and other terms
of the orders.

Because a majority of the costs incurred within our customer service organization are fixed and do not necessarily
fluctuate directly with revenues recognized, a decline in reveniues is likely to result in a decrease in our gross margins. In
addition, because a significant portion of our éperating expenses “such as research and development expenses, sales and
marketmg expenses and general and-administrative expenses, is fixed and does not fluctuate proportionally with revenue
recognized, the amount of such operatmg expenses asa percentage of revenues may vary significantly from period-to period.

Please refer to Note 1 to the accompanying Consoltdated Financial Statements and the section entitled “Critical
Accounting Policies and Estimatés™ in the followmg pages for a description of ¢ our srgmficant accounting policies dnd our use
of estimates

Revenues

Revenues in 2006 were $553.6 million, compared with $486.5 million and.$326.9 million in 2005 and 2004, respectively,
representing growth of 14% irf 2006 and 49% in 2005. As described further below, our revenues have increased from 2004 to
2006 due primarily to: (i} increased geographical expansion and penetration into new markets internationally and (ii) the
continued growth of our NSG and CSSG product-lines. Increases in revenues from our NSG and CSSG produets offset *
declines in revenues from our SSG' products in 2006, whereas in 2005, we experienced growth in revenues from all three of our
business units. As discussed in more detail below, the decline in our S8G revenues in 2006 is due primarily to decreased sales
and per umt prices of our-T8000 media gateway product, particularly through Alcatel-Lucent, an OEM customer.

As prewously discussed in situations ‘where we sell multiple products or sell a combination of integrated products and
services that we cannot separate into multiple elements, we may defer revenue recognition until all product shipments are
complete and untll services essential to the functionality of the product are fulfilled, due to the fact that we follow the residual
method of accountmg as prescribed by SOP 97-2. As of December 31, 2006, we had a backlog of orders totaling
$455.3 million, down from $520.2 million as of December 31, 2005..Backlog has decreased from December 31, 2005 primarily
due to(i).an $84.8 million year-over- year decline in orders:from $573.6 million for the year ended December 31 2005 to
$488.8 million for the year ended December 31, 2006, the majority of which is attributable to our SSG business unit and
(i) our contmued focus on lmplementmg new busmess practices to convert our backlog to revenue in a more expeditious
manner. ) : :

We belleve that our future revenue growth depends in large part upon a number of factors affecting the demand for our
signaling ; and SWllChlﬂg products. For our switching products, future revenue growth, both domestically and intemationally,
depends on the increasing adoption ‘and deployment:of packet switching technology, atong with the success of our channel
partners to reselt-our products and’ penetrate new, markets "Due to the fact that we follow the residual method of accounting as
prescribed by SOP 97-2, our revenue may vary, srgmf’ cantly from period to period. Specifically, no revenue related to a sales
arrangement may be recognized until all products in the sales ; arrangement are delivered, regardless of whether the undelivered
product represents an insignificant portlon of the arrangement fee. -
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The following table sets forth revenues from the three geographic regions in which we generate sales of our products: (i)
North America; (ii} Europe, the Middle East, Asia Pacific (including India and China), Africa and Austraha (“EAAA”) and

«{iii) the Caribbean and Latin Amerlca including Mexmo (“CALA™).

N
Kl

’ Nonh Amertca
EAAA
.. CALA

Total revenues

For the Years Ended December 31,

Year-Over-Year Change

%

2006 _ 2005 2004 2005 to 2006 2004 to 2005
335250 °°  § 368,812 S 253,848 $  (33562) 9% § 114964 45
140,396 24.512 50911 55,884 66 % 33,601 66 %
78,001 33,184 22,150 44820 135 % 11,031 50 %
- 533,647 S 486,505 s 326909 $ 67,142 14 % 8 15959 49 %

As the above table indicates, in 2006 we contmued to expand internationally, resulting in significant year over year growth
in both the EAAA and CALA regrons Increases in revenues from sales of initial systems within the EAAA and CALA regions

‘ “during 2006 and 2005 provrde a'solid base for future revenues from sales of upgrades and extensions. As discussed further

“below, the declme in revenues in North America in 2006 is primarily attributable to a dechne in sales and per unit prices of our

- T8000 medra gateway product to our OEM partner Alcatel-Lucent.

We clrrently operate in three distinct business segments; NSG, SSG, and CSSG. 1In order to provide a better
understanding of the year—over-year changes and the underlymg trends in our revenues, we have provided a discussion of
revenues from each of our operating segments.. Revenues from each of our operating segments for 2006, 2005 and 2004 are as
follows (m thousands except percentages): '

E ' : For the Years Ended December 31,- Year-Over-Year Change

2006 2005 2004 2005 to 2006 2004 to 2005
' Network Signaling o S8 368,862 §  314.605 § 256313 $ 54,257 17 % % 58,292 23 %
%oftotal revenues . 1% . &% o 8% '

Sw1tchmgSolutmns s 103015 139893 5 52563 S (9592)  (20)% 8. 87330 166 %
%of'lolal revenues ' . ’ R . 29 % 16 % i L
Communications Soﬁware Soluuons $ 74484 § 32.007 3 18,033 3 42477 133 % $ 13,974_ 77 %

" % of 101l révenues 13 % 6 % 6 %
- Total r_evenues, R -“. . $ 553,647 % 486,505 % 326,909 $ 67,142 14 % % 159,596 49 %

[
tor

Network Signaling Group

NSG revénUes for 2\006, 2005 ’and 2004 were comprised of sales of the following products and services (in thousands,
except percentages):

For the Years Ended December 31, Year-Over-Year Change

2006 2005 2004 2005 to 2006 2004 to 2005

Eagle ISS initial systems $ 84,130 3§ 68,166 h] 30,762 5 15,964 23 % $ 37.404 122 %
Eagle ISS upgradcs and extensions 189,433 151,643 133,187 37,790 25 % 18,456 14 %
Number portability products - 31,902 47,999 47980 (16.097) (34) % 54 0 %
Customer extended warranty services 37,033 36,289 39,037 744 2 % (2,748) (7Y %
Other professional services . 19,200 7.298 4,471 11,902 163 % 2,827 63 %
Other o . 7,164 3210 876 3,954 123 % 2,334 266 %

Total NSG revenues . P $ 368,802 $ 314,605 1) 256,313 $ 54,257 17 % 3 58,292 23 %

-Our NSG revenues grew 17% and 23% in 2006 and 2005, respectively, due primarily to increased sales of ISS upgrades
and extensions, ISS initial systems, and other professional services. Domestically, we derive the majority of NSG revenue
from wireless operators, as wireless networks generate significantly more signaling traffic than wireline networks and, as a
result, require significantly more signaling infrastructure. Signaling traffic on our wireless customers’ networks in recent years

‘has increased significantly due to several factors, including growth in the number of subscribers, the number of calls made per
“subscriber, roaming, and the use of advanced features, such as text messaging. These factors have required wireless operators

to expand their network capacity, leading to increased sales of our signaling products.

Internationally, in addition to the factors affecting our domestic sales growth described above, NSG’s product revenue
growth depends on our ability to successfully penetrate new international markets, which often involves displacing an
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incumbent signaling vendor, and our ongoing ability to meet the signaling requirements of our new customers. As indicated -
previously, we continue to expand internationally, with significant growth in our international revenues in both 2006 and 2005. -
As much of this growth is-derived from sales of ISS initial systems, we believe we are building a base for future revenues from:
our htgher margln ISS upgrades and extension products. - - :

Swrtchmg Sohmons Group . : .

S8G revenues for 2006, 2003 and 2004 were comprised of the following product lines (in thousands, except percentages):

-

N For the Years Ended December 31, s ] Year-Over-Year Change
. 2006 2005 ' 2004 -2005 to 2006 ) : 2004 to 2005
T9000 / TROGD $ « 89,540 .. $ 122,628 B TR & 1) 5 (33,08R) 27 % $§ . 74,889 1537 %
T7000 o Lo 9,318 9,838 . 3,316 (5200 (5) % 6,522 197" %
Te000 T 11,443 7427 1,508 4016 5-‘-_‘ % T 5919 393 %

Total $SG revenues -8 110,301, $ 139,893 $ 52,563 M {29.592) .. (21} % £ §7,330 166 %

4

In 2006 revenues from our swrtchmg products decreased pnmanly due to lower sales volume and per unit prices of our
T8000 media’ galeway ‘product, partrcu]arly to Alcatel-Lucent, and slightly lower revenues.from our T7000 products, partially
offset by an increase in revenues from,our T6000 products. A s1gmﬂcant portion of our switching revenues is derived from -
sales to Alcatel-Luceni” In 2005 revenues from sales of our switching ‘products increased primarily due to increased sates of .
our T9000 product offerings, increased sales of our T8000 media gateway product, partlcu]arly 1o Alcatel-Lucent, and a full
year of sales from the T7000 and ;T6000 product offerings, which were obtained in our acquisitions of Taqua in April 2004 and
Vocal Data in September 2004 respectwely Sales of SSG products to Alcatel for 2006, 2005 and 2004 were as follows (in
thousands, except percentages)

For the \’ear.s Ended December 31, ‘ . - . Year-Over-Year Change

) _ 2006 . 2005 T 2004 2005 1o 2006 2004 10 2005
SSG sales to Alratel-Lucent . 5,502 $ 93,225 $ 29,821 5 (42,153)  (45)% S 63404 213 %

Communications Software So!ulions Group

CSSG revenues for 2006, 2005 and 2004 were principally dertvcd from sales of our Integrated Apphcatrons Solutions
(“IAS™ and’ related transrtlonal products from our Sentinel product line. Durmg_1 ; 2005 and 2006, revenues from sales of our . .
CSSG products increased by $14.0 million, or 77%, and $42.5 million, or 133%, respectwely, primarily as a result of commued
success in mtegratmg the former Steleus products into our offermgs and in sélling thése solutions to our existing NSG
customer base. In addition, revenues for 2005 include a full year of IAS revenues compared to only approximately three
months of IAS revenues in 2004 following our acquisition of Steleus.

Cosl of Sales

ln order to provnde a bettér understandmg of the year-over- year changes wnthm our cost of sales the following is a
dlSCUSSIOﬂ of each of the components that comprise our cost of sales:

Cost of Goods Sold

-

Cost of goods sold includes (i) materials, labor, and overhead costs incurred internally or paid to contract manufacturers to
produce our products; {ii) personnel and other costs incurred to install our products; and (iii) customer service costs to provide
continuing support to our customers under our warranty offerings. Cost of goods sold in dollars and as a percentage of
revenues for 2006, 2005 and 2004 were as follows (in thousands, except percentages):

For the Years Ended December 31, - . Year-Over-Year Change

. .. 006 . 2005 © 2004 ) 2005 to 2006 2004 to 2005
Cast of goods sold $ 256789 5 210,584 § 125175 S 46,205 2% 5 85,409 68 %
Revenues 553,647 486,505 326,909 67.142 t4 % 159,596 49 %
Cost of goods sold ‘as a pefcentage ‘ " " _ .
ofrev'enucs ' a6 % 3% 8%

s T

Cost of goods sold i in dollars and as a percentage of revenues increased in both 2005 and 2006 In 2006 the increases
were primarily due to: (i) a proportronate increase in cost of goods resultmg fram the year-over-year increase in revenues of |
14%; and (i) increased costs assocnated w1th our, customer semce and sales order management ‘organizations. Costs mcreased
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within our customer service and sales order management organizations-primarily due to (i) $4.6 million of stock-based -
compensation expense recorded in connection with the adoption of Statement of Financial Accounting Standards No.-123-
revised 2004, “Share-Based Payment” (“SFAS 123R”) during the year ended December 31, 2006; and (ii) an increase in the
number of customer services and sales order management personnel and outside installation vendor costs. We increased our
customer service and sales order management organizations and increased related outside vendor costs primarily as a result of
the growth in our order fulfillment activities, installation services and warranty related services, each of which may precede the
recognition of revenue associated with these activities under the residual method of accounting.

In 2003, the increases in cost of goods sold in dollars and as a percentage of revenues were primarily driven by increases
in revenues and changes in the composition of our revenues. While revenues in all of our business segments increased during
2005, the increase in cost of goods sold as a percentage of revenues is due primarily to revenues from our lower margin SSG
products growing at a higher rate than revenues from our higher margin NSG and other products. In addition, during the fourth
quarter of 2005 we incurred approximately $18.7 million, or 3% of revenues, of significant and unusual charges that we had
not historically incurred or, to the extent these charges had been incurred in the past, had been insignificant. Specifically,
during the fourth quarter of 2005, we incurred certain warranty obligations aggregating $8.7 million associated with (i) two
Class A defects (i.e., a warranty obligation resulting from our determination that we were obligated to correct a known product
defect) within our NSG product portfolio and (ii) a commitment to remedy an additional product warranty matter within our
S5G product portfolio. Further, we determined that the costs assomated with two of our customer contracts would exceed the
expected revenues, resulting in an expected loss on these contracts upon completion of our delivery obllgatlons in 2006. As
required by the accounting literature, we accrued the expected 10ss on these arrangements in the amount of approxlmately $9 9
million in the fourth quarter of 2005 as an increase in cost of goods sold.

In addition, growth in revenues from the EAAA and CALA regions Gutpaced the growth in North America in both 2006
and 2005. Sales of “initial” systems in international markets typically carry lower margins than the same sales domestically-
and as our sales internationally have increased at a rate greater than sales within the United States, cost of goods sold as a
percentage of revenues has increased from 2004 to 2006. As we enter new markets, particularly international markets, our cost
of goods sold as a percentage of revenues may continue to increasc as the result of our decision to develop new sales channels
and customer relationships in these emerging markets. While this growth'in initial systems sales in international markets has
had a negative impact on gross margins, we expect to achieve improved gross margins as sales of extensions increase in these
markets.

Pricing competition in the next-generation switching market has been intense, and the compemwe environment within this
market has and may continue to negatively impact our gross margins. In addition, changes in the followmg factors may also
affect margins: product and distribution channel mix; competition; customer discounts; supply and demand conditions in the *
electronic components industry; internal manufacturing capabilities and efficiencies; foreign currency fluctuations; pncmg
pressure as we expand internationally; addmonal loss contracts, if any; and general economic condmons

Amortization of Purchased Technology

We treat amortization of purchased technology as part of general corporate expenses and therefore do not allocate the
amortization of purchased technology to individual operating segments. Amomzatlon of purchased technology for 2006 2005
and 2004 was as follows (in thousands):

For the Years Ended December 31,

2006 2005 2004
Amortization of purchased technology related to: ' ) °
iptelorg GmbH - : Cog 419§ 192§ -
Santera . _ 1311 1,802 3,435
Taqua g 220 1375 . 1998
VocalData : 339 520 156
Steleus } 1.930 . 1,930 402
Total $ T az219 % 5819 % 5,991

The decrease in amortization of purchased technology in 2006 compared to 2005 was due primarily to lower amortization
expense related to technology purchased from Taqua, Santera and VocalData. This decrease was a result of: (i) the write-down
in the value of the Taqua purchased technology in the fourth quarter of 2005; and (ii) the write-down in the value of the Santera
purchased technology and VocalData purchased technology as of August 1, 2006, as discussed below under “Impairment of
Purchased Technology,” offset by additional amortization of purchased techno]ogy related to our acquisitions of: (i) iptelorg in
July 2005; and (ii) the remaining minority interest in Santera in October 2005, Amortization of purchased technology '
decreased slightly in 2005 compared to 2004 due to certain technology relating to Santera becoming fully amortized in 2004,
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offset by additional amortization related to our acquisitions of Taqua, VocalData and Steleus in 2004.
Impairment of Purchased Technolo

In accordance with SFAS No, 144 "Accounting for the Impairment or Disposal of Long-Lived Assets” ("SFAS 144"), we
evaluate Jong-lived assets, including intangible assets other than goodwill, for impairment whenever events or changes in
circumstances indicate that the carrying value of an asset may not be recoverable. During the fourth quarter of 2005, it became
apparent that both revenues and expected orders for the fourth quarter of 2005 and early 2006 related to our Taqua reporting
unit would underperform our previous expectations. Accordingly, in connection with our annual budgeting process performed
during the fourth quarter of 2003, we performed a comprehenswe evaluation of the outlook for our Taqua product line and the
outlook for the small switch market, which is the focus of our Taqua product line. As a result of this assessment and the
significant shortfall in orders for these products in the fourth quarter of 2005, we significantly lowered our forecast of Taqua’s
future revenues and cash flows. These revised projections, combined with the historical underperformance of the Taqua
product line, indicated that certain identifiable intangible assets acquired as part of the original acquisition of Taqua,
specnﬁcally the purchased techno]ogy, may be impaired. We determined that impairment indicators were present within the
meaning of SFAS 144, and therefore performed an impairment test in accordance with SFAS 144 during the fourth quarter of
2005.

‘.! . "
[T A PT}

In accordance with SFAS 144, we fifstdétermined if the fiiture expected Undiscounted cash flows related to the Taqua
purchased technology were less than the’ curtent carrying value of the technolog,y Applying this initial test, we determined that
such cash flows were less than such carrying valué, whichindicated that an impairment of the asset existed. To measufe the '
impairment, wé determined the fair value of the purchased technology using a discounted cash flow approach. Using this
approach, the purchased technology was valued at approximately $1.1 million which, when compared to its carrying value of
$23. 8 millioni, indicated an impairment of $22.7 million. Accordmgly, we recognized a non-cash 1mpa|rmem charge in’ the
amount of $22 7 ml“10ﬂ in the fourth quarter of 2005 related to the Taqua purchased technology H

In addmon dunng ‘the third quarter of 20086, it became apparem thit both reventies and expected orders for the second half
of 2006 and fiscal's year 2007 related to another of our SSG repomng umts conmstmg of our Santera and VocalData product
lines, would indérperform our previous expeotanons Accordmgly, in connection with our annual budgelmg process initiated
during the third quarter of 2006, we petformed a comprehenswe evaluation of the’outlook for this réporting unit and the
outlock for the markets that are the focus of this reporting unit. As a result of this assessment and the anticipated significant
shortfall in forecasted orders for these products in the second half of 2006, we signifi cantly lowered our forecasts of this
reporting unit’s futuré revenues and cash flows. These revised projections indicatéd that certain idéntifiable mlanglblc assets
acquired as part of the original acquisitions of Santera and VocalData, specifically the purchased technology, may be impaired.
We determined that impairment mdtcators were present w1th1n the meanmg of SFAS 144 and therefore performed an
impairment test durmg the third quarter of 2006 e

In applying the initial test m accordance with SFAS 144; we detcrmmed that the ¢ash flows related to the purchased
technology within this reporting unit were léss than the carrying value, mdlcatmg that an lmpalrmem of the purchased
technology assets existed. We then determinéd the associated fair value using'a discounted cash flow approach. Using this *
approach, the purchased technology was valued at approximately $1.8 million which, when compared to its carrying value of
$27.4 million, indicated an impairment of $25.6 million. Accordingly, we recognized a non-cash impairment charge of
$£25.6 million in the third quarter of 2006.

0.1

[ 14

’

No impairment losses were recognized in the year ended Decembeér 31, 2004,
Research and Development -

Research and development expenses include costs associated with thé development of new products, enhancements of
existing products and quality assurance activities. These costs consist primarily of employee salaries and benefits, occupancy
costs, consulting costs, and the cost of development equipment and supplies. The following sets forth our research and
development expenses in dollars and as a percentage of revenues for 2006, 2005 and 2004 (in thousands, except percentages):

For the Years Ended December 31, Year-Over-Year Change
2006 2005 © 2004 2005 to 2006 2004 to 2005
Research and development 5 148,443 s 119.234 ] 93,705 g 29,209 24 % $ 25.529 27 %
Percentage of revenues 27 % 25 29 %
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The following is a summary of the year-over-year changes in our research and development expenses during 2006 and =

* 2005 (in thousands):

Year-Over-Year Change

_ 2005 to 2006 2004 to 2005 -
Cost component: ' A RS :
Salaries and benefits ' o $ 0 8s6s s 13210 -
Incentive eompensalion . ‘ o ' 2,323 ) 1,656 -
"Stock based compensauon " oo 14,294 . B (20
Consullmg and professn)nal services - ‘ - 5,106 - ‘.5,954
. Supplies T _ . C (1,524 @811y
Facilities and depreciation . . 5,428 . 5,561
Other . . (337) e . 78 T
Total . . o 3 © 29,209 b 25,529 .

A significant portion of the increase in research and development expenses in 2006 was attributable to our adoption of
. SFAS 123R on January 1, 2006 as discussed below under “Recent Accounting Pronouncements.”. Prior to the adoption of
SFAS 123R, we accounted for our stock-based compensanon using the intrinsic value method wh1ch generally resulted in no
compensation expense being recognized related to our employee stock option grants in periods prior to our adoption of SFAS
J123R. C o : coe ‘

We have made and mtend to, continue to make substantlal mvestments in product and technology development and we
believe that our future success depends in a large part upon our ablllty to continue to enhance existing products and to develop \
or acquire new products that maintain our technological competitiveness. The i mcreases from 2004 to 2006 in salaries and

* benefits and consulting and professmnal services included in research and development expenses reflect our commitment to
this growing investment. Also, facilities and depreciation costs included in research and development expenses increased in

' corporate headquarters dedicated to research and development activities, along with addmonal deprec:anon related to
equipment acquired for use in research and development during 2004 -2005 and 2006. ' :
Partiaily offsettmg the above mcreases in research and developrnent expenses durmg 2006 was a declme of $2.3 m|ll10n in .

incentive compensatlon which. var1es based on our performance during a given perlod Due to the declme in revenues and

" gross margin during the first quaner of 2006,-the ma]orlty of our business units did not achleve the. levels required to earn

" incentive compensation for that quarter, which resulted in overall lower incentive compensation in 2006 as .compared to 2005.
In addition, as discussed below under “Restrueturmg and Other Charges,” in the third and fourth quarters of 2006, we
terminated the employment of 152 employees and decided not to replace 22 employees who left Tekelec during the third
quarter of 2006. As.a résult, these employees were not eligible to receive any, incentive compensatlon related to the second
half of 2006, which resulted in overall lower incentive compensation expense for 2006., L .

Sales and Marketing Equnses . ' S ‘
Sales and marketing expenses consist primarily of costs associated with our sales force and marketing personnel,
_including: (i) salaries, commissions and related costs; (ii) outside contract personnel {ii1) facilities costs; and (iv) travel and
other costs. The following table sets forth our sales and marketing expenses in dollars and as a percentage of revenues for
2006 2005 and 2004 (in thousands, except percentages) . .

For lhe“\r’cnrs Ended December 31, , ‘ ... Year-Over-Year Change -

7 - . 2006 .. .2005 .- 2004 2005 to 2006 - ) 2004 to 2005
Sales and marketing C s %2961, S 83775 S 62574 5 . 918 1L % § 21200 34'%
Percentage of revenucs . _ 17 % - 17 % 19 % '
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The following is a summary of the year-over-year changes in our sales and marketing expenses during 2006 and 2005 (in
thousands):

Year-Over-Year Change

2005 to 2006 2004 to 2005
Cost component:
Salaries and benefits b 133 $ 10,961
Incentive compensation (602) ' 739
Stock-based compensation 6,690 -
Sales commissions 1.392 1,584
Consulting and professional services 593 234
Supplies (1.057) 796
Facilitics (376) 3,072
Travel 923 2,935
Marketing and advertising 1,444 1,109
Other ' 46 (229)

$ 9.186 3 21,201

The increase in sales and marketing expenses in terms of dollars in 2006 was primanly attributable to our adoption of
SFAS 123R on January 1, 2006 as discussed below under “Recent Accounting Pronouncements.” Also, contributing to the
increase in sales and marketing expense during both 2005 and 2006 were increases in sales commissions as a result of the
increase in revenues and an increase in marketing and advertising expense to support our global expansion.

During 2005, sales and marketing expenses also increased primarily due to: (i) our expanding global sales force and
related expenses (e.g., facilities, travel, office supplies, etc.} and the resulting increase in revenues; and (ii) increases in
personnel following our April 2004 acquisition of Taqua, our September 2004 acquisition of VocalData, and our October 2004
acquisition of Steleus. Accordingly, each of the above expenses, particularly direct and indirect personnel -related costs
(salaries/benefits, travel and facilities), increased on a year-over-year basis durmg 2005.

The size of our sales and marketing workforce and related expenses vary to a greater degree in response to the growth in
our orders and backlog than to the growth in revenues. We intend to continue to focus on improving the efficiency of our
operations by examining the way in which we operate in order to identify opportunities for cost reductions.

General and Administrative Expenses

General and administrative expenses are composed primarily of costs associated with our executive and administrative
personnel (e.g., legal, finance, information technology and human resources personnel) and consist of: (i) salaries and related
compensation costs; (ii) consulting and other professional services (e.g., litigation and other outside legal counsel fees, audit
fees and costs associated with compliance with the Sarbanes-Oxley Act of 2002); (iii) facilities and insurance costs; and (iv)
travel and other costs. The following table sets forth our general and administrative expenses in absolute dollars and as a
percentage of revenues for 2006, 2005 and 2004 (in thousands, except percentages):

For the Years Ended December 31, ) Year-Over-Year Change
2006 2005 2004 2005 to 2006 2004 to 2005 -
General and administeative S 14,719 g 64,366 ) 45804 § 10,353 16 % $ 18,562 4t %
Percentage of revenues 13 % 13 % 14
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The following is a summary of the year-over-year changes in our general and administrative expenses during 2006 and
2005 (in thousands):

Year-Over-Year Change

2005 to 2006 2004 to 2005
Cost component:
Salaries and benefits $ 6,151 $ 3,602
lnc'enlive compensation ) ' (1.271) 4,066
Stock-based compensation : 5,771 1,356
Consulting and professional services (675) 1,465
Restatement-related costs (3,318) 3,528
Supplies 393 984
Facilitics _ (2,737) 2,066
Travel (320} 469
Bad debt expense 3,131 (349)
Other 3,228 1,375
' ' ) $ 10353 § 18,562

A significant portion of the increase in general and administrative expenses in 2006 was attributable in part to our adoption
of SFAS 123R on January 1;2006 as discussed below under “Recent Accounting Pronouncements.” In addition, salaries and
benefits increased in 20035 and 2006 due primarily to the increase in headcount within our general and administrative

. organization to support the continued growth of our operations, both domestically and internationally. Also contributing to the
increase in general and administrative expense during 2006 is an increase in bad debt expense of $3.1 million.

Partially offsetting the above increases in general and administrative expenses in 2006 was a decline of $1.3 million in
. incentive compensation, which varies based on our performance within a given period. Due to the decline in revenues and
gross margin during the first quarter of 2006, the majority of our business units did not achieve the levels required to earn
incentive compensation for that quarter, which resulted in lower incentive compensation in 2006. In addition, in 2005, we
incurred approximately $3.5 million in restatement-related costs compared to only approximately 30.2 million in 2006,
resulting in a year over year decline of $3.3 million. ‘Finally, as a result of the reduction in facilities utilized by our general and
éldmiriissrative personnel during 2006, facilities expense declined on year-over-year basis during 2006.: .
+

" The increases in general and administrative expenses during 2005 were also partially attributable to increases in personnel
following our April 2004 acquisition of Taqua, our September 2004 acquisition of VocalData, and our October 2004
acquisition of Steleus. Accordingly, each of the above expenses, particularly direct and indirect personnel-related costs
(salaties/benefits, travel and facilities), increased on a year-over-year basis during 2005.

While general and administrative costs have increased from 2004 through 2006, these costs have remained fairly constant
as a percentage of revenues. We continuously focus on improving the efficiency of our operations by examining the way in
which we operate in order to identify opportunities for cost savings and improvement.

Acquired In-Process Research and Development

During 2006, 2005 and 2004 we made selective strategic acquisitions of entities and technologies in order to enhance and
expand our product offerings. At the time of each acquisition, certain technology, products and functionality were under
development that had not yet reached technological feasibility and had no alternative future use. Accordingly, such
technology, products and functionality were considered by us to be in-process research and development (“IPR&D”) and the
fair value of these items was expensed at the acquisition date.

2006 — In December 2006, we entered into a worldwide license to certain technologies and intellectual property rights
owned by a third-party provider. We believe this technology will form the core software platform for our service mediation
product family. We believe this technology provides key capabilities which will provide our customers with a smooth
evolution from SS7 to SIP-based signaling and next-generation high performance network applications once we complete
development of the product offerings based on this technology. The license fee for this technology was $2.1 million. Because
the technology obtained in this license had no altemative use, we have reflected a charge of $2.1 million as acquired in-process
research and development expense during 2006. We expect to complete the development of this technology and resulting
service mediation product family during the second half of 2007 and estimate that we will incur an additional $2.0 million in
development expense associated with completing the development of this product family. :
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2005 — Acquired in-process research and development expense of $3.6 million in 2005 consisted of: (i) the write-off of
$1.2 million of acquired in-process research and development related to our acquisition of iptelorg in July 2005; and (ii) the
write-off of $2.4 million of acquired in-process research and development related to our acquisition of the remaining shares of
Santera owned by Santera’s minority shareholders in October 2005,

2004 — Acquired in-process research and development expense of $14.2 million in 2004 consisted of: (i) the write-off of
$8.0 million of acquired in-process research and development related to our acquisition of Taqua in April 2004; (ii) the write-
off of $2.4 million of acquired in-process research and development related to our acquisition of VocalData in September
2004 and (iii) the write-off of $3.8 million of acquired in-process research and development related to our acquisition of
Steleus in October 2004.

For a more detailed discussion of these acquisitions and related valuation assumptions, please refer to Note 3 to our
Consolidated Financial Statements. :

Restructuring Charges
2006 Restructuring

In 2006, we committed to a restructuring plan as part of our ongoing efforts to align our cost structure with our business
opportunities in certain business units and operating groups. This restructuring plan involved: (i) the termination of the
employment of 152 employees across our business units and related customer service, operations and other personnel; (ii) the
decision not to replace 22 employees who left Tekelec during the third quarter of 2006; and (iii) the termination of -
approximately 25 contractors. The majority of the terminated employees worked directly for, or in support of, our Switching
Solutions Group in Plano, Texas. In addition, as a result of the relocation of our corporate headquarters to North Carolina from
California, our Califonia-based Senior Vice President, Corporate Affairs and General Counsel resigned effective December

31,2006, We incurred charges under a retention agreement with the General Counsel and are also obligated to pay severance
benefits to him under our Officer Severance Plan due to the relocation of our headquarters.- We recorded pre-tax resiructuring
charges in the year ended December 31, 2006 of approximately $7.4 million related to employee severance arrangements
entered into in connection with the 2006 Restructuring and the resignation of our Senior Vice President, Corporate Affairs and

" General Counsel. All of such severance payments are expected to be paid in 2007.

Corﬁorate Headguarters and Taqua Relocations

In April 2005, we announced the relocation of our corporate headquarters from Calabasas, California to our facilities in
Morrisville, North Carelina. The relocation provided us a significant opportunity to improve our operations by integrating our
finance, accounting, corperate and information technology functions into the business units they suppeort. In October 2005, we
entered into an employment severance agreement with our former CEO in connection with his resignation as an executive
officer and employee effective January 1, 2006. In connection with this agreement, we incurred approximately $1.6 million in
severance costs that were paid in 2006 in scheduled monthly instaliments. Also in 2005, we announced the Taqua Relocation,
which involved the relocation of our Taqua facility from Hyannis, Massachusetts, to our Plano, Texas facilities. These

.. rélocations resulted in employee terminations and relocation costs, along with lease termination costs related to the termination

of the lease in Hyannis. The termination costs included retention bonuses, severance pay and benefit costs extended through
the required service period and for up to one year after termination. Other costs related to the management of the relocation
projects and the costs to relocate equipment were expensed as incurred.

Manufacturing Relocation

In January 2004, we announced the Manufacturing Restructuring, which included the outsourcing of the majority of our
manufacturing operations and the relocation of our remaining signaling product manufacturing operations from Calabasas,
California to our facilities in Morrisville, North Carolina. The Manufacturing Restructuring included the elimination of
approximately 23 positions during 2004 and one position in 20035, resulting in restructuring costs such as employee severance
and relocation costs. We incurred a charge of $1.7 million during 2004 related to this restructuring.
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The following table summarizes the restructuring and related expenses incurred in connection with the restructurings
discussed above and the remaining obligations as of and for the years ended December 31, 2005 and 2006 (in thousands):

Severance
Costs
and Employce Facility
Retention Relocation Relocation
Bonuses Casts Caosts Other(2) Total
Restructuring oblignlic;ns. January 1, 2005 s - 76 8 - % -3 - 3 76
Restructuring and related expenses recognized in 2005: '
Manufacturing relocation - 53 47 - 100
Corporate Headquarters and Taqua relocation (1) 4,962 265 1,113 1.295 7.635
Total restructuring and related expenscs 4,962 38 1,160 1,295 ' 7.735
Cash payments ' 2,015) {163) (869) (1.29%) (4.342)
Non-cash charges - - (191} - (191)
Restructuring obligations. December 31, 2005 3.023 155 100 - 3,278
Restructuring and related expenses recognized in 2006: .
Corporate Headquarters and Taqua relocation {12 - (100) 41 (186)
2006 Restructuring 7.359 - . - 7,359
Total restructuring and related expenses ) 7.232 - (100) 41 7173 )
Cash payments ' {7.659) (155) - (41 (7855
Restructuring obligations, December 31, 2006 . g 2,596 § : - $ - § . - 3 2,596

1

(l) Severance costs and retention bonuses include approximately $1.6 million in severance costs related to the
employment separation agreement between us and our former Chief Executive Officer, who resigned from Tekelec
effective January 1, 2006. All employee retention bonuses are expensed as incurred.

(2) Consists of costs related to the transition of our corporate headquarters, including recruitment, signing bonuses and
training costs related to the hiring of finance and administrative personnel in Morrisville, as well as travel costs during
the transition period. In addition, other costs include salary costs for duplicative employees during the transition of job
responsibilities from employees located in Calabasas to the successor employees in Morrisville. These transition costs
are expensed as incurred.

Amortization of Intangible Assets

As a result of our acquisitions, we have recorded various intangible assets including trademarks, customer relationships
and non-compete agreements. Amortization of intangible assets related to our acquisitions is as follows (in thousands):

For the Years Ended December 31, Year-Over-Year Change |

2006 2005 2004 2005 to 2006 2004 to 204

Santera ' 243 92 853 "1s1 T

Taqua 127 304 688 (1717 G
VocalData 50 555 222 (505) 3
Steleus 1,405 1,872 390 (467) 1.4
iptelorg . 113 64 - : 49 ‘
$ 1,938 s 2,887 b . 2,153 $ 949 $ 7

The decrease in amortization of intangible assets in 2006 as compared with 2005 was due primarily to certain intangibles
relating to Taqua, VocalData and Steleus becoming fully amortized in 2005 and 2006. The decrease was pamal]y offset by
additional amortization of intangibles in 2006 related to our acquisitions of iptelorg in July 2005 and the remaining minority
interest in Santera in October 2005. The increase in amortization of intangible assets in 2005 was due primarily to recording a
full year of amortization of intangibles related to the VocalData and Steleus acquisitions in 2005 compared to only a partial
year in 2004, partially offset by a decrease in amortization of the intangibles arising from the acquisition of a majority interest
in Santera in 2003. The intangibles relating to the 2003 Santera acquisition became fully amortized in 2005,
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Impairment of Goodwill

As required by SFAS 142, we do not amortize our goodwill balances, but instead test our goodwill for impairment
annually on October 1* and more frequently upon the occurrence of certain events in accordance with the provisions of SFAS
142. The testing for recoverability of the purchased technology acquired as part of the original acquisitions of Santera and .
VocalData discussed above was a triggering event in the third quarter of 2006 under SFAS 142, The impairment of the
purchased technology, coupied with a significant shortfall in orders for the second half of 2006 compared to our earlier
expectations, resulted in a significantly lowered forecast for the reporting unit’s future revenues and cash flows. Accordingly,
we tested the goodwill related to the reporting unit within SSG that is comprised of Santera and Vocal Data for impairment as
of August 1, 2006. As a result of this testing, we recorded a non-cash charge of $75.0 million related to the impairment of the
goodwill associated with this reporting unit in the third quarter of 2006. We determined the amount of this charge using an '
estimate of the fair value of the reporting unit. This fair value estimate was calculated using a discounted cash flows approach
and a revenue based market muliiples approach. [n addition, we also performed our annual impairment test of goodwill
required by SFAS 142 on October 1, 2006, which indicated no additional impairment existed.

We performed our required 2005 annual impairment test of goodwill as of October 1, 2005. As a result of this testing, in
~ the fourth quarter of 2003, we recorded a non-cash impairment charge of $27.2 million related to the impairment of the
goodwill associated with our.Taqua reporting unit, which is a component of our SSG reporting segment. We determined the
amount of the charge using an estimate of the fair value of our Taqua reporting unit. This fair value estimate was calculated
using a discounted cash flows approach and a revenue based market multiples approach. As previously noted, our Taqua
product line has underperformed due primarily to the lack of farket growth and, as a consequence projections for the business
have been significantly lowered.

The Company tested goodwill for impairment as of October 1, 2004 and no impairment was indicated,
Other Income and Expense

For 2006, 2005 and 2004, other income and expenses were as follows (in thousands):

For the Years Ended December 31, Year-Over-Year Change
2006 2005 2004 2005 to 2006 2004 10 2005
Interest income s 10,936 $ 6,157 3 4,680 $ 4,779 S 1,477
* Interest expense (3,810 (4,069} (4,516} 256 447
6ain on sale of Catapult stock - - : 2,186 - ' (2,186)
_Gain on sale of investment
in privately held company 1.794 .- 7.877 1,794 (7,877)
Gain on warrants in privately
held company 1.275 - 20,321 1,275 (20,321)
Loss on sale of investments - (1,346) - 1,346 (1,346)
Other, net 24 (1,237) 263 1,261 {1,500)
$ 10,216 5 (495) $ 30,811 ) 10,711 $ (31,306)

Interest Income and Expense. Interest income increased in 2006 and 2005 due to (i) higher average cash and short-term
investment balances and (ii) increases in interest rates. Interest expense decreased in 2006 and 2005 due to the February 2005
repayment of Santera’s notes payable that bore interest at 10%.

Gain on Sale of Catapult Stock. In 2002 we sold our NDD division to Catapult Communications Corporation (*Catapult”)
for $59.8 million consisting of $42.5 million in cash and convertible promissory notes (“Notes™) valued at $17.3 million. We
exercised our option to convert the Notes into Catapult common stock in September 2004. In September 2004, we sold our
Catapult shares resulting in a pre-tax gain of approximately $2.2 million.

Gain on Sale of Investment in Privately Held Company. In August 2004 following the acquisition of Telica by Lucent
Technologies Inc. (“Lucent”), we received freely tradable common stock of Lucent in exchange for our investment in Telica,
resulting in a pre-tax gain of $7.9 million in 2004. We sold these shares in September 2004, In the first quarter of 2006, we
received an additional 642,610 shares of Lucent stock that were released from escrow, resulting in an additional gain of
approximately $1.8 million upon distribution of these shares. In connection with the merger of Lucent and Alcatel in the fourth
quarter of 2006, these shares were converted into 125,437 shares of Alcatel-Lucent,
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Gain on Warrants in Privately Held Company. 1n December 2004, following the acquisition of Spatial Communications
Technologies (“Spatial™) by Alcatel, we excrcised warrants convertible into 1,363,380 shares of freely tradable Alcatel shares
valued at $14.91 per share. As a result of this transaction, Santera recognized a gain of $20.3 million in 2004. In addition, in.
December 2006, we received 89,642 shares of Alcatel-Lucent previously held in escrow pending the resolution of certain.
acqmsmon related indemnification claims made by Alcatel against the former Spatial sharcholders, resultmg in'a $1.3 miltion
gain upon distribution of these shares. . '

Loss on sale of investments. During the first quarter of 2005, we sold 1,263,380 Alcatel shares for proceeds of $17.5
million, resulting in a realized loss of $1.3 million in 2005,

Other Income (Expense). Other expense in 2005 consisted primarily of foreign currency exchange losses resulting from
transactions in foreign currencies where our exposures to foreign currency risks were not mitigated through the use of foreign
currency forward contracts and bank fees related to our bank accounts and unused line of credit. As we expand our =
international business further, we will continue to enter into a greater number of transactions denominated in currencies other
than the U.S. doilar, and will therefore be exposed to greater risk related to foreign currency fluctuation.

Provision for Income Taxes

During 2006, 2005 and 2004, we recognized income tax expense (benefit) related to continuing operations of $(21.9)
million, ${6.8) million and $18.1 million, respectively. Provisions for income taxes as a percentage of income {loss) from
continuing operations were:17.5%, 10.9% and 280.9% for 2006, 2005 and 2004, respectively. Please refer to Note 9 to our
Consolidated Financial Statements for a reconciliation of the federal statutory rate to our effective tax rate for 2006, 2005 and
2004.

Minority Interest

Minority interest represents the losses of Santera allocable to Santera’s minority stockholders. Prior to October 3, 2005,
‘the date of our acquisition of all of the shares of capital stock of Santera then owned by Santera’s minority stockholders, the net
income and losses of Santera were allocated between Tekelec and the minority interest based on their relative interests in the
equity of Santera and the related liquidation preferences. This approach required net losses to be allocated first to the Series A
Preferred Stock, held pnmanly by the minority interest, until fully absorbed and then to the Series B Preferred Stock held by
us. Subsequent net income was allocated first to the Series B Preferred Stock to the extent of previously recognized net losses
allocated to Series B Preferred Stock. Additional net income was then allocated to the Series A Preferred Stock to the extent of
previously recognized losses allocated to Series A Preferred Stock and then to common stock in proportion to their relative
ownership interests in the equity of Santera. The losses allocated to minority interest of Santera prior to October 3, 2005 for
2005 and 2004 was computed as follows (in thousands, except percentages):

For the Years Ended

December 31,
2005 2004
Santera net loss 3 16,529 $ 35,105
Percentage of losses attributable to the minority interest based on
capital structure and liquidation preferences 62 % 62 %
Net loss allocated to minority interest 3 10,248 $ 21765
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Discontinued Operations

As more fully described in Note 2 to the accompanying Consolidated Financial Statements, on July 6, 2006, we sold to
NICE-Systems Ltd. (or its subsidiary), all of the outstanding shares of capital stock of IEX Corporation, our then wholly owned
subsidiary (“IEX”), resulting-in total proceeds of approximately $201.5 million and a pre-tax gain of approximately $200.1
million ($177.5 million after-tax). Accordingly, our IEX business unit is classified as a discontinued operation and its results of
operations, financial position and cash flows are separately reported for alt periods presented. Summarized financial
information for 1IEX is as follows (in thousands):

Years ended

December 31,
1006 2005 2004

Revenues '§ 36113 0§ 50404 S 41,946
Income from discontinued operations before

provision of income taxes ; $ 18,442 s 17,746 8 12,891
Provision for income taxes 6,691 6,619 4,808
Income from discontinued operations, net of

income taxes . 11,751 11,127 8,083
Gain on sale of discontinued operations, net of taxes 177,458 - -
Income f_rom‘discominued operati(;ns, net of taxes o b 189,209 "% 11,127 $ 8,083

Liquidity and Capital Resources

We derive our liquidity and capital resources primarily from our cash flows from operations and from our working capital.
Our working Capital ificreased to $435.4 million as of December 31, 2006 from $189.1 million as of December 31, 20035,
primarily due to an increase in cash flow from continuing opérations and the proceeds from the sale of IEX. With a strong
working capital position, we believe that we have the flexibility to continue to invest in further development of our technology
and, when necessary or appropriate, make selective acquisitions to continue to strengthen our product portfolio.

The significant components of our working capital are liquid assets such as cash and cash equivalents, short-term
investments, and accounts receivable, reduced by trade accounts payable, accrued expenses, accrued payroll and related
expenses and current pomon of deferred revenues. We continued to generate positive cash flows from operations in 2005 and
2006. Our cash, cash equivalents and short-term investments were $424.5 million and $226.3 million at December 31, 2006
and 2005, respectively. In addition, as of December 31, 2006, we had a $30.0 million line of credit collateralized by a pledged
investment account held with an intermediary financial institution. As of December 31, 2006, there were no outstanding
borrowings under this facility.

As of December 31, 2006, substantially all of our short-term investments had investment grade ratings and any such
investments that were in an unrealized loss position at December 31, 2006 were in such position solely due to interest rate
changes, sector credit rating changes or company-specific rating changes. - As we intend and believe that we have the ability to
hold such investments for a period of time that will be sufficient for anticipated recovery in market value, we currently expect
to receive the full principal or recover our cost basis on these securities. When evaluating our investments for possible
impairment, we review factors such as the length of time and extent to which fair value has been below our cost basis, the
financial condition of thé entity in which the investment is made, and our ability and intent to hold the investment for a period
of time which may be sufficient for anticipated recovery in market value. The declines in our securities are considered to be
temporary in nature and, accordingly, we do not believe these securities are impaired as of December 31, 2006. "

We believe our current working capital and anticipated cash flows from continuing operations will be adequate to meet our
cash needs for our daily operations and capital expenditures for at least the next 12 months. Our liquidity could be negatively
impacted by a decrease in revenues resulting from a decline in demand for our products or a reduction of capital expenditures
by our customers as a tesult of a downturn in the global economy, among other factors. We did not répurchase any of our
common stock during 2006, 2005 or 2004

We currently have $125 million outstanding of 2.25% Senior Subordinated Convertible Notes due June 2008 (the "Notes")
which were issued under an Indenture dated as of June 17, 2003 (the “Indenture™) between Deutsche Bank Trust Company
Americas (the "Trustee") and us. There are no financial covenants related to the Notes, no restncuons on the paying of
dividends and no restrictions concerning additional mdebtedneqs
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Contractual Obligations

As of December 31, 2006, our future fixed commitments for cash payments are as follows (in thousands):

2008 to 2010 to 2012 and
Total 2007 2009 - 2011 Beyond
Long-term convertible debt $ 125,000 $ - 3 125000 § ) - 3 -
Intcrest due on long-term c':onvenible debn 4,219 2.812 1,407 - ' -
Operating lease obligations 48,996 8,469 15,007 14,473 11,047
Current liabilities on the balance sheet{1) 126,381 126,381 - - -
Purchase 0bhgauons(2) 2,518 2,518 - - -
Total ) $ 307,114 b3 140,180  § 141,414 b3 14,473 $ 11,047

(1} Current liabilities in the above table represents current liabilities as presented in the consolidated balance sheet, reduced by
the current portion of capital lease obligations and the current portion of deferred revenues as deferred revenues will not be
settled using cash payments, but rather with the provision of goods and services.

{2) From time to time in the normal course of business we may enter into purchasing agreements with our suppliers that
require us to accept delivery of, and remit full payment for, finished products that we have ordered, finished products that
we requested be held as safety stock, and work in process started on our behalf in the event we cancel or terminate the
purchasing agreement. It is not our intent, nor is it reasonably likely, that we would cancel a purchase order that we have -
executed. Because these agreements do not specify fixed or minimum quantities, do not specify minimum or variable price
provisions, and do not specify the approximate timing of the transaction, we have no basis to estimate any future liability
under these agreements. -

We lease a number of facilities throughout the United States and intematiorially under operating leases that range from one
month to ten years. We believe that our existing facilities will be adequate to meet our needs at least through 2007, and that we
will be able to obtain additional space when, where and as needed on acceptable terms.

Cash Flows

As discussed above, one of the primary sources of our liquidity is our ability to generate positive cash flows from
continuing operations. In 2006, we sold our IEX business unit which is classified as discontinued operations in our

‘Consolidated Financial Statements. . Cash flows from discontinued operations are presented separately within each of the three

cash flow categories. The fol]owmg isa dlscussxon of our primary sources and uses of cash in our operating, investing and
financing activities related to continuing operations.

Cash Flows from Operating Activities

Net cash provided by operating activities of continuing operations was $28.1 million, $50.9 million and $7.4 miltion for
2006, 2005 and 2004, respectively. Cash provided by operating activities decreased on a year-over-year basis during 2006
primarily as the result of changes in operating assets and liabilities, such as larger increases in accounts receivable in 2006 than
in 2005 and smaller increases in deferred revenues in 2006 than in 2005, offset by a decrease in deferred costs. Cash provided
by operating activities increased on a year-over-year basis during 2005 primarily as a result of increases in sales orders across
our operating segments, which increased both our total revenues from operations for the year, as well as our total deferred
revenue balance as of December 31, 2005. Spec:lﬁcally, while many sales orders have not been recognized as revenue due
primarily to partial shipments of the orders, we have received a portion of the non-refundable payment related to these partial
shipments, resulting in the significant year-over-year increase in our cash flows from operations. Also contributing to the
increase in cash flows from operations in 2005 is a reduction in our DSO.

During 2006, 2005 and 2004, our cash flows from operations were primarily derived from (i) our carnings from continuing
operations prior to non-cash expenses such as depreciation, amortization, stock-based compensation, bad debt, write-downs of
inventory and non-cash impairment charges and (ii) changes in our working capital, which are primarily composed of net
increases in accounts receivable, increases in inventories and increases in deferred revenue and associated deferred costs
(collectively representing net cash outflows of $40.1 million, $23.4 million and $15.3 million in 2006, 2005 and 2004,

' respectively), partially offset by changes in accounts payable, accrued expenses and accrued payroll and related expenses.

We currently anticipate that we will continue to operate a cash-positive business in 2007. Our ability to meet these
expectations depends on our ability to achieve positive earnings. Our ability to generate future cash flows from operations
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could be negatively impacted by a decrease in demand for our products, which are subject to technological changes and - -
increasing competition, or a reduction of capital expenditures by our customers as a result of a downtum in the global
econemy, among other factors.

Cash Flows from Investing Activities

Net cash used in investing activities of continuing operations was $236.9 million, $70.1 million and $44.4 million for
2006, 2005 and 2004, respectively. Our investment activities primarily relate to'(i} transactions within our investments; (i1)
strategic acquisitions; and (iii) the purchase of property and equipment. For 2006, our cash used in investing activities of
continuing operations included $202.2 million of net cash outflows associated with purchases of available-for sale securities,
while in 2005 and 2004, our cash provided by investing activities included $46.8 million and $91.5 million, respectively, of net
cash inflows associated with sales of available-for-sale securities from our short-term investment portfolio. Acquisition-related
cash outflows were $82.9 million in 2003, relating to the cash consideration component of our acquisitions of iptelorg and the
Santera minority interest. In 2004, cash outflows relating-to acquisitions were $152.7 million, relating to the cash
consideration component of our acquisitions of Taqua, VocalData and Steleus. Please refer to Note 3 to our Consolidated
Financial Statements for a further discussion of these acquisitions. Our investment in new property and equipment amounted
to $36.5 million, $29.9 million and $18.1 million during 2006, 2005 and 2004, respectively. Capital expenditures increased
during 2006 and 2005 primarily due to the continued growth of our global operations.

We intend to continue to closely monitor our capital expenditures, while making strategic investments to develop our
existing products and replace certain older computer and information technology infrastructure to meet the needs of our
business and workforce. We expect our total capital expenditures to be between $25.0 miliion and $35.0 million for 2007.

Cash Flows from Financing Activities

Net cash provided by financing activities was $19.1 million, $7.1 million and $27.0 millien for 2006, 2005 and 2004,
respectively. For 2006, 2005 and 2004, our financing activities-consist primarily of net proceeds of $17.5 million, $10.4 million
and $35.9 million, respectively, from the issuance of our common stock pursuant to the exercise of employee stock options and
our employee stock purchase plan, partially offset by repayments of debt of $0.1 million, $3.2 million and $8.9 million during
2006, 2005 and 2004, respectively. In 2006, net cash provided by financing activities also included excess tax benefits from
stock-based compensation of approximately $2.0 million and cash payments to settle stock options of approximately $0.3
million.

Litigation with Bouygues Telecom

As further described in [tem 3 — “Legal Proceedings,” Bouygues Telecom, 8.A., a French telecommunications operator,
filed a lawsuit against us seeking damages for losses caused by a service interruption Bouygues Telecom experienced.
Bouygues has provided a claim summary suggesting that its damages may range from $127 mitlion to $179 million. On
January 5, 2007, we presented Bouygues with an Offer of Judgment in response to a request from our insurance carrier. The
offer of $6.2 million was based on our best estimate of the maximum amount of damages that could be recoverable by
Bouygues under the relevant contract. Bouygues did not respond to the offer, and it expired ten days after it was presented.
The amount of this settlement offer was recorded both as a liability and an offsetting receivable (from our insurance carrier) in

our 2006 financial statements. At this stage of the litigation, we cannot assess the likely outcome of this matter, however, an
unfavorable cutcome could have a material adverse effect on our consolidated financial position, results of operations or cash
flows.

Financial and Market Risks

We operate intemationally and thus are exposed to potential adverse changes in currency exchange rates. We use
derivative instruments (foreign exchange contracts) to reduce our exposure to foreign currency rate changes on receivables
denominated in a foreign currency. The objective of these contracts is to reduce or eliminate, and efficiently manage, the
economic impact of currency exchange rate movements on our operating results as effectively as possible. We do not enter
into derivative instrument transactions for trading or speculative purposes.

We monitor our exposure to foreign currency fluctuations on a monthly basis. We enter into multiple forward contracts
throughout a given month to match and mitigate our changing exposure to foreign currency fluctuations. Our exposure to
foreign currency fluctuations is principally due to receivables generated from sales denominated in foreign currencies. Our
exposure fluctuates as we generate new sales in foreign currencies and as existing receivables related to sales in foreign
currencies are collected. Our foreign currency forward contracts generally will have terms of one month or less and are
typically structured to expire on the last fiscal day of any given month. To the extent necessary to continue to mitigate our risk,
on the last fiscal day of any given month, we enter into new foreign currency forward contracts. As of December 31, 2006, we
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had four foreign currency contracts outstanding, as follows:

Fair

Contract Amount Contract Value

. (Local Currency) Amount (USS)
Australian dollars ("TAUD") (contracts to pay AUD/receive US$) - . (AUD) - 640,000 .- $ 506,368~ §
Euros ("EUR") {contracts to pay EUR/receive US$) ‘ (EUR) 25,000,000 - ' $ 32885000 §
Brazilian reais ("BRL") (contracts to pay BRL/receive US$) (BRL) I9,200,000l ‘ $ 8 856 497_ $
Canadian dollars ("CAD") (contracts tlo pay CAD/receive US$) (CAD) 1,500,000 $ 1,286,670 - $

We entered into these contracts during the last day of our fiscal year and as such, the fair value of these contracts
individually and in the aggregate was not srgrnf" cant as of December 31,2006, For the years ending December 31, 2006, 2005
and 2004, our gain or (loss) from foreign currency forward contracts was $(3,926,000), $2,489,000 and $(2,568,000),
respectively, which was generally offset by the remeasurement gain or loss-on the underlyrng receivables. Please refer to
Notes | and 8 to our Consolidated Fmancral Statemerits for additional mformatlon relating to our denvatwes and hedgmg

| activities. _ e . L .

| We maintain an investment portfolio of various holdings, types, and maturities. Please refer to Note 6 to our Consolidated
! Financial Statements for a description of these investments. These securities are generally classified as available-for-sale and

consequently are recorded in our consolidated balance sheets at fair value with unrealized gams or losses reported as a separate
| eomponent of accumulated other comprehensrve income, net of tax,

< . . . r 1

Fixed income securities are subject to interest rate risk. At any time, a significant rise or decrease in interest rates'could
have a material adverse effect on the fair value of our investment.portfolio as the fixed income securities we hold are sub_|ect to
interest rate risk. [f market rates were to increase immediately and uniformly by 100 basis points | from levels as of Decembeér
31, 2006, then the fair value of our investments would decline by approxrmately $0.4 mllllon Our portfolro is’ drversrﬁed and
consists primarily of i mvestment grade securities to minimize credit risk. :

We have invested in prlvately-held companies, some of which are in startup or.development stages. These investments are
inherently risky because the markets for the technologies or products these companies are developing are typically in the early
stages and may never materialize. We could lose our entire investment.in these companies. These investments are primarily
carried at cost and periodically evaluated for 1mpa1rment No impairment charges were recogmzed during the years ended
December 31, 2006, 2005 or 2004

There have been no significant borrowmgs under our vanable rate credit facrllty All of our outstandmg long-term debt is
fixed rate and not subject to interest rate fluctuations. The fair value of our long-term debt will increase or decrease as interest
rates decrease or increase, respectively. Baséd on the quoted market price of our convertible subordinated notes, the farr value
of the eonvemble subordinated notes was approxrmately $126.4 million as of December 31, 2006 - e

With respeet to trade receivables; we sell network sjgnaling, switching and communications software solutions worldwide
primarily to telephone operating companies, equipment manufacturers and corporations that use our systems to design, install,
maintain, test and operate communications equipment and networks. Credit is extended based on an evaluation of each
customer’s financial condition, and generally collateral is not required. Generally, payment terms stipulate payment within
90 days of shipment or other milestone events and currently, we do not engage in leasing or other customer financing -

i arrangements. Many of our international sales are secured with export accounts receivable insurance or letters of credit.
Although we have processes in place to monitor and mitigate credit risk, there can be no assurance that such programs will be

' effective in eliminating such risk. Our exposure to credit risk may increase as a result of weakened financial conditions in -

| certain market segments. Credit losses for customers we deem to pose substantial collectron risks have been provided for in the

financial statements. ‘Historically, credit losses have been within management’s expectatlons ‘Future losses if mcurred ‘could

harm our busmess and have a material adverse effect on our financial position, results of ¢ operatlons or cash ﬂows

Off-Balance-Sheet Arrangements -

We do not use off-balance-sheet arrangements with unconsolidated entities or related parties, nor do we use other forms of
off-balance-sheet arrangements. Accordingly, our liquidity and capital resources are not subject to off- balance—sheet risks from
: unconsolidated entities. As of December 31, 2006, we did not have any off-balance- sheet arrangements as def' ned in Item
i 303(a)(4)(ii) of SEC Regulatron S-K. . X




We have entered into operating leases for most U.S. and international sales and support offices and-certain equipment in
the normal ¢ourse of business. These arrangements are often referred to as a form of off-balance-sheet financing. As of
December 31, 2006, we leased facilities and certain equipment under non-cancelable operating leases expiring between 2007
and 2016. Rent expense under operating leases for 2006, 2005 and 2004 was $8.7 million, $9.8 million and $9.4 million,
respectively. Future minimum lease payments under our operating leases as of December 31, 2006 are detailed previously in
"Liquidity and Capital Resources" in the section entitled "Contractual Obligations.”

Seasonality

Our first quarter.revenues and orders have historically been lower than the revenues and orders in the immediately
preceding fourth quarter because (i) many of our customers utilize a significant portion of their capital budgets at the end of
their fiscal year, (ii) the majority of our customers begin a new fiscal year on January |, and (iii) capital expenditures tend to be
lower in an organization's first quarter than in its fourth-quarter. We anticipate that this seasonality will continue. The
seasonality between the fourth quarter and first quarter may be impacted by a variety of factors, including changes in the global
economy and other factors. Please refer to the section entitled “Risk Factors” in Itern 1A.

Applicatio’h'df CriticaIfAcc'ol-mting Policies and Use of Esfiniateé
Use of Esrimate;s‘ ‘

Our Consolidated Financial Statements are prepared in accordance with accounting principles generally accepted in the
United States (“GAAP™) and the application of GAAP requires management to make estimates that affect our reported
amounts of asséts, liabilities, revenues and expenses, and related disclosure of contingent assets and liabilities. In many
instances, we could have reasonably used different accounting estimates. In other instances, changes in the accounting
estimates from period to period are reasonably likely to occur. Accordingly, actual results could differ significantly from the
estimates made by management. To the extent that there are material differences between these estimates and actual results,
our future financial statement presentation’of our financial condition or results of operations may be affected.

Onan ongoirjg-basis, we evaluate our estimates, including those related to revenue recognition, provision for doubtful
accounts and sales réturns, provision for inventory obsolescence, fair value of investments, fair value of acquired intangible
assets and goodwill, useful lives of intangible assets and property-and equipment, income taxes, restructuring obligations,
product warranty obligations, and contingencies and litigation, among others. We base our estimates on historical experience
and on various_t_)_t_h_ér assumptions that are believed to be reasonable under. the circumstances, the results of which form the
basis for.making judgments about the carrying values of assets and liabilities that are not readily apparent from other sources.
We refer to accounting estimates of this type as “critical accounting estimates.”

Critical Accounting Policies

Iri addition-to making critical accounting estimates, we must ensure that our financial statements are properly stated in
accordance with GAAP. In many cases, the accounting treatment of a particulat transaction is specifically dictated by GAAP
and does not require management’s judgment in its application, while in other cases, management’s judgment is required in
selecting among available alternative accounting standards that allow different accounting treatment for similar transactions
(e.g., stock-based compensation, restructuring activities, depreciation methodology, etc.)

Our management has reviewed our critical accounting policies, our critical accounting estimates, and the related
disclosures with our Disclosure and Audit Committees. . These policies and our procedures are described below. In addition,
please refefto Note 1 to the accompanying Consolidated Financial Statements for a further description of our accounting
policies. We believe that the following are our most éritical accounting policies, each of which is critical to the portrayal of our
financial condition-and results of operations and requires our most difficult, subjective and complex judgments.

Revenué Recognition

Subétaﬁtiéllj all of: our revenues are derived from sales or licensing of our: (i) telecommunications products; (i) -
professional services including installation, training, and general support; and (iii) warranty-related support, comprised of
telephone support, repair and return of defective products, and product updates (commenly referred to as maintenance, post-
contract customer support or PCS). Our customers generally purchase a combination of our products and services as part of a
multiple elemént arrangement. Co ' ~

Our telecommunications solutions are comprised of hardware and/or software components ranging from exclusively a
software solution to solutions that are hardware intensive. Our assessment of the appropriate revenue recognition guidance
involves significant judgment. For instance, the determination of whether the software component of our telecommunications
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solutions is more than incidental to the related:-product in a sales arrangement can impact whether the entire sales arrangement
is accounted for under software revenue recognition guidance or more general revenue recognition guidance. Th:s assessment
- has a significant impact on the amount and timing of revenue recognition.

As the software component of all of our product offerings is generally deemed to be more than incidental to the products
being provided, we recognize revenue in accordance with American Institute of Certified Public Accountants Statement of
Position (“SOP”) No. 97-2, “Software Revenue Recognition” as amended by SOP 98-9, “Software Revenue Recognition with
Respect 1o Certain Arrangements™ (cellectively “SOP 97-2"). "

In applying existing revenue recognition guidance and especially the revenue recognition guidance of SOP 97-2, we
exercise judgment and use estimates in connection with the determination of the amount of product, warranty and professional
services revenues to be recognized in each accounting period. Tn addition to estimating the timing and amount of revenue to
recognize, we must evaluate whether the estimated costs required to provide any undelivered elements exceed the expected
revenue allocated to those elements. When total cost estimates exceed revenues, we accrue for the estimated losses
immediately using cost estimates that are based upon the estimated cost of the remaining equipment to be delivered and the
consulting personnel delivering the services. As a result of applying these judgments, in 2006 and 2003, we recognized
approximately $3.4 million and $9.9 million, respectively, in estimated losses on existing contracts with our customers.

The complexity of current revenue guidance, in particular SOP 97-2, and the related estimation process and factors relating
1o the assumptions, risks and uncertainties inherent with the application of current revenue recognition guidance, affect the
amounts of revenue and related expenses reported in our Consolidated Financial Statements. The following is a summary of
-the key areas where we exercise judgment and use estimates in connection with the determination of the amount of revenue to
be recognized in cach accounting period: ‘

Determining Separate Elements and Allocating Value to Those Elements

For arrangements that involve multiple elements, the entire fee from the arrangement must be allocated to each of the
.elements based on the individual element’s fair value. Each arrangement requires careful analysis to ensure that all of the
individual elements in the arrangement have been identified, along with the fair value of each element. Under SOP 97-2, the
determination of fair value must be based on vendor specific objective ewdence of the fair value (*VSOE"), which is limited to
the price of that element when sold separately. o : y

Sales of our products always include at 1east a year of warranty coverage, which we have determined contains post-
contract customer support (*PCS™) clements as defined by SOP 97-2. Inasmuch as we do not sell our products separately from
this warranty coverage, and we rarely sell our products on a standalone basis, we are inable to establish VSOE for our
products. Accordingly, we utilize the residual method as prescribed by SOP 97-2 to allocate revenue to each of the elements in
an arrangement. Under the residual method, we allocate the total fee in an arrangement first to the undelivered elements (i.e.,
typically professional services and warranty offerings) based on the VSOE of those elements and the remammg, ‘or “residual,”
portion of the fee to the delivered elements (1 e., typically the product or products). -

We allocate revenue to each elemem in an arrangement (i.e., professional services and warranty coverage) based on its
respective fair value, with the fair value determined by the price charged when the element is sold separately. We determing
the fair value of the warranty portion of an arrangement based on the price charged to the customer for extending their warranty
coverage. We determine the fair value of the professional services portion of an arrangement based on the rates that we charge
for these servu:es when sold independently from our producis. :

If ewdence of: falr value cannot be establlshed for the undelivered elements of an arrangement we defer revenue until the
earlier of: (i) delivery; or (ii) fair value of the undelivered element exists, unless the undelivered element is a service, in which
case revenue is recognized as the service is performed once the service is the enly undelivered element.

In addition to evaluating the fair value of each element of an arrangement, we consider whether the elements can be
separated for revenue recognition purposes under SOP 97-2. In making this determination, we consider the nature of services
“(i.e., consideration of whether the services are essential to the functionality of the product), degree of risk, availability of
services from other vendors, timing of payments and impact of milestones or acceptance criteria on the collectibility of the
product fee. . 'y : -

Product Revenue

For substantially all of our arrangements,-we defer revenue for the fair value of the warranty offering and professional
services to be provided to the customer and recognize revenue for all products in an arrangement when persuasive evidence of
" an arrangement exists and delivery of the last product has occurred, provided the fee is fixed or determinable and collection is
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deemed probable. We generally evaluate each of these criteria as follows:

e Persuasive evidence of an arrangement exists. We consider a non-cancelable agreement (such as an irrevocable
customer purchase order, contract, etc.) to be evidence of an arrangement. .

e Delivery has occurred. Delivery is considered to occur when title to our products has passed to the customer,
which typically occurs at physical delivery of the products to a common carrier. For arrangements with systems
integrators and OEM customers, we recognize revenue when title to the last product in a multiple-element
arrangement has passed. For arrangements with resellers, we generally recognize revenue upon evidence of sell-
through to the end customer.

e The fee is fixed and determinable. We assess whether fees are fixed and determinable at the time of sale. Our
standard payment terms may vary based on the country in which the arrangement is executed and the credit
standing of the individual customer, among other factors. We generally consider payments that are due within six
months of shipment or acceptance to be fixed or determinable based upon our successful collection history on
such arrangements. We evaluate payment terms in excess of six months but less than one year on a case by case
basis as to whether the fee is fixed or determinable. In addition, we only consider the fee to be fixed or
determinable if the fee is not subject to refund or adjustment. If the arrangement fee is not fixed or determinable,
we recognize the revenue as amounts become due and payable. :

e  Collection is probable. We conduct a credit review for all significant transactions at the time of the arrangement
to determine the credit-worthiness of the customer. Collection is deemed probable if we expect that the customer
will be able to pay amounts under the arrangement as payments become due. 1f we determine collection is not
probable, we defer the revenue and recognize the revenue upon cash collection.

While many of our arrangements do not include customer acceptance provisions, certain arrangements include acceptance
provisions, which are based on our published specifications. Revenue is recognized upon shipment, assuming all other revenue
recognition criteria are met, provided that we have previously demonstratéd that the product meets the specified criteria and we
have an established history with similar transactions. If an arrangement includes acceptance provisions that are short-term in
natire, we provide for a sales return allowance in accordance with Financial Accounting Sté\hdards Board Statement No. 48
“Revenue Recognition when Right of Return Exists.” In the event we cannot reasonably estimate the incidence of returns, we
defer revenue until the earlier that such estimate can reasonably be maqe or receipt of written customer acceptance or
expiration of the acceptance period. If the acceptance provisions are long term in nature or the acceptance is based upon
customer specified criteria for which we cannot reliably demonstrate that the delivered product meets all the specified criteria,
revenue is deferred until the earlier of receipt of written customer acceptance or the expiration of the acceptance period.

Our arrangements may include penalty provisions. If an arrangement includes penalty provisions (e.g., for late delivery or
instaltation of the product), we defer the portion of the arrangement subject to forfeiture under the penalty provision of the
arrangement until the earlier of: (i) a determination that the penalty was not incurred; {ii) the customer waives its rights to the
penalty; or (iii) the customer’s right to assess the penalty lapses.

Warranty/Maintenance Revenue

Our arrangements typically provide for one year of warranty coverage (the “Standard Warranty") ending the sconer of one
year after installation or 15 months after shipment. We typically provide our Standard Warranty coverage at no additional
charge to our customer. We allocate a portion of the arrangement fee to the Standard Warranty based on the VSOE of its fair
value. The related revenue is deferred and recognized ratably over the term of the Standard Warranty based on the number of
days of warranty coverage during each period. Our customers can extend their watranty coverage outside the term of the
Standard Warranty through our Customer Extended Warranty Service (“CEWS”) and TekelecCare offerings. Renewal rates
for CEWS are typically established based upon a specified percentage of net product fees as set forth in the arrangement.

Professional Services Revenue

Professional services revenue primarily consists of implementation services related to the installation of our products and
training revenues. Our products are ready to use by the customer upon receipt and, accordingly, our implementation services
do not involve significant customization to or development of the product or any underlying software code embedded in the
product.” Substantially all of our professional service arrangements are related to installation and training services and are
billed on a fixed-fee basis. We typically recognize the revenue related to our fixed-fee service arrangements upon completion
of the services, as these services are relatively short-term in nature (i.e., typically a matter of days or, in limited cases, several
weeks). For arrangements that are billed on a time and materials basis, we recognize revenue as the services are performed. If
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there exists a significant uncertainty about the project completion or receipt of payment for the professional services, revenue is
deferred until the uncertainty is sufficiently resolved.

Provision for Doubtful Accounts

We initially record our provision for doubtful accounts based on our historical experience and then adjust this provision at
the end of each reporting period based on a detailed assessment of our accounts receivable and allowance for doubtful
accounts. In estimating the allowance for doubtful accounts, management considers, among other factors, (i) the aging of the
accounts receivable; (ii) trends within and ratios involving the age of the accounts receivable; (iii) the customer mix in each of
the aging categories and the nature of the receivable (e.g., product, professional services; maintenance, etc.); (iv) our historical
provision for doubtful accounts, which has ranged up to 1% of total revenues per year during the last three years; (v) our
historical write-offs and recoveries; (vi) the credit-worthiness of each customer; (vii) the economic conditions within the
telecommunications industry; and (viii) general economic conditions. In cases where we are aware of circumstances that may
impair a specific customer’s-ability to meet their financial obligations to us, we record a specific allowance against amounts
due from the customer, and thereby reduce the net recognized receivable to the amount we reasonably believe will be collected.

Should any of these factors change, the est:mates made by managemem will also change, which could lmpact the level of
our future provision for doubtful accounts. Specifically, if the financial condition of our customers were to deteriorate,
affecting their ability to make payments, an additional provision for doubtful accounts may be required.

Inventories

Our inventory balance was $49.5 million and $47.5 million as of December 31, 2006 and 2005, respec'tively. inventory
levels are based on projections of future demand and market conditions. Any sudden decline in demand zind/or rapid product
improvements and technological changes can result in excess and/or obsolete inventories.

On an ongoing basis inventories are reviewed and written down for estimated obsolescence or unmarketable inventories
equal to the difference between the costs of inventories and the estimated net realizable value based upon forecasts for future
demand and market conditions. Any adjustment to our inventory as a result of an estlmated obsolescence or net realizable
condition is reflected as a component of our cost of sales. At the point of the loss recogmtlon a new, lower-cost basis for that |

nvemory is established, and any subsequent 1mprovements in facts and circumstances do not result in the restoration or
increase in that newly established cost bass. Our provision for inventory obsolescence was approximately $10.1 million,

$12.1 million and $4.7 million for 2006, 2005 and 2004, respectively. if there were to be a sudden and significant decrease in
demand for our products, or if there were a higher mc1dence of inventory obsclescence because of rapidly changing, technology
and customer requirements, we could be required to increase our inventory allowances, and our gross margin could, be
adversely affected. If actual market conditions are less favorable than our forecasts, additional inventory write downs may be
required. Qur estimates could be influenced by sudden decline in demand due to economic downtum rapid product
improvements, technological changes and changes in customer requirements. -

Investments

Marketable securities are classified as available-for-sale securities and are accounted for at their fair value, and unrealized

" gains and losses on these securities are reported as a separate component of sharecholders’ equity net of tax. When the fair value’
of an investment declines below its original cost, we consider all available evidence to evaluate whether the decline is other-
than-temporary. We employ a systematic methodology that considers available evidence in evaluating potential impairment of
its investments on a quarterly basis. This review may inctude an evaluation of historical and projected financial performance

of the investee, expected cash neéds of the investée, recent funding events of the investee, general market conditions, industry
and sector performance, and changes in technology, among other factors. We also consider the duration and extent to which

the fair value is less than cost, as well as our intent and ability to hold the investment. Other-than-temporary impairments are
recogmzed in eamings if (i) the market value of the investment is below its current carrying value for an extended period,

which we generally define as nine to twelve months; (ii) the issuer has experienced significant financial declines; or (iii) the
issuer has experienced difficulties in raising capital to continue operations, among other factors. Once a decline in fair value is
determined to be other-than-temporary, an impairment charge is recorded and a new cost basis in the investment is established.
To date, we have had no such other-than-temporary declines below cost basis. '

[

lmaﬁgible Assers and Goodwill

i . .

We account for our purchases of acquired companies in accordance with SFAS No. 141 “Business Combinations
(“SFAS 1417y and account for the related acquired intangible assets in accordance with SFAS No. 142 "Goodwill and Other
Intangible Assets" (“SFAS 142”). . In accordance with SFAS 141, we allocate the cost of the acquired companies to the' -
identifiable tangible and intangible assets and liabilities acquired, with the remaining amount being classified as goodwill.
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Certain intangible assets, such as “acquired technology,” are amortized to expense over time, while IPR&D, if any, is recorded
as an expense at the acquisition date,

The majority of the entities acquired by us do not have significant tangible assets and, as a result, a significant portion of
the purchase price is typically ailocated to intangible assets and goodwill. Our future operating performance will be impacted
by the future amortization of intangible assets, potential charges related to IPR&D, and potential impairment charges related to
goodwill or intangibles. As of December 31, 2006, we had an aggregate of approximately $65.2 million reflected on the
accompanying consolidated balance sheet related to goodwill and intangible assets. The allocation of the purchase price of the
acquired companies to intangible assets and goodwill requires management to make significant estimates and assumptions,
including estimates of future cash flows expected to be generated by the acquired assets and the appropriate discount rate for
these cash flows. Specifically, the amounts and useful lives assigned to identifiable intangible assets impact future amortization
and the amounts assigned to IPR&D are expensed immediately. If the assumptions and estimates used to allocate the purchase
price are not correct; purchase price adjustments or future asset impairment charges could be required.

As required by SFAS 142, in lieu of amortizing goodwill, we test goodwill for impairment periodically and record any
necessary impairment in accordance with SFAS 142. We are amortizing our intangible assets as follows: (i) acquired -
technology, customer contracts and non-compete agreements are currently being amortized over their estimated useful lives
using the straight-line method and (ii) customer relationship intangible assets are currently being amortized over their estimated
useful lives based on the greater of the straight-line method or the estimated customer attrition rates. :

Impairment of Long-Lived Assets

We test goodwill for impairment in accordance with SFAS 142, which requires that goodwill be tested for impairment at
the “reporting unit level” (“Reporting Unit”) at least annually and more frequently upon the occurrence of certain events, as
defined by SFAS 142. As of December 31, 2006, we have determined that we have four reporting units, consisting of (i) our
NSG business unit, (ii) our CSSG business unit, (iii) Santera and VocalData, a component of our SSG reporting segment, and
(iv) Taqua, also a component of our SSG reporting segment. Goodwill is tested for impairment annually on October | ina
two-step process. First, we determine if the carrying amount of our Reporting Units exceeds their “fair value,” If we
determine that goodwill may be impaired, we compare the “implied fair value” of the goodwill, as defined by SFAS 142, to its
carrying amount to determine the impairment loss, if any.

We evaluate all of our long-lived assets (primarily property and equipment and intangible assets other than goodwill} for
impairment in accordance with the provisions of SFAS 144. SFAS 144 requires that long-lived assets and intangible assets
other than goodwill be evaluated for impairment whenever events or changes in circumstances indicate that the carrying value
of an asset may not be recoverable based on expected undiscounted cash flows attributable to that asset.

As discussed further in Note 10 to our Consolidated Financial Statements, in the third quarter of 2006, we determined that
certain intangible assets and the goodwill associated with our reporting unit consisting of our Santera and VocalData product
lines were impaired. Accordingly, we recognized an aggregate impairment charge of $100.6 million, consisting of a $75.0
million charge associated with the goodwill and $25:6 million associated with the “acquired technology™ intangible asset. In
the fourth quarter of 2005 we determined that certain intangible assets and the goodwill associated with our Taqua reporting
unit were impaired. Accordingly,-we recognized an aggregate impairment charge of $49.9 million, consisting of a $27.2
million charge associated with the goodwill and $22.7 million associated with the “acquired technology™ intangible asset. .

As of December 31, 2006, the net carrying values of our goodwill and intangible assets (i.e., the primary asset categories
in which we have experienced impairment charges in the past) were $40.9 million and $24.4 million, respectively. While we
do not currently believe any of our long-lived assets are impaired, if a change in circumstances were to occur requiring an
assessment of impairment, then we would be required to evaluate whether the future cash flows related to the asset will be
greater than its carrying value at the time of the impairment test. While our cash flow assumptions are consistent with the
plans and estimates we are using 1o manage our operations, there is significant judgment in determining the cash flows
attributable to our intangible assets over their respective estimated useful lives. If such an evaluation resulted in an impairment
of any of our long-lived assets, such impairment would be recorded in the period we make the impairment determination.

Product Warranty Costs .

Our sales arrangements with our customers typically provide for 12 to 15 months of warranty coverage (the “Standard
Warranty™) ending the sooner of one year from installation or 15 months after shipment. Our customers can extend their
warranty coverage outside the term of the Standard Warranty through our Customer Extended Warranty Service ("CEWS™) -,
offerings. As discussed further above under the section entitled “revenue recognition,” we account for our Standard Warranty -
and CEWS offerings as separate elements of an arrangement, with the fair value of these elements recognized as revenue
ratably over the service period. Accordingly, we expense all costs assoctated with these elements as incurred.
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For purposes of determining when the cost of our warranty offerings has been “incurred,” we follow the guidance of FTB
90-1 “Accounting for Separately Priced Extended Warranty and Product Maintenance Contracts” (“FTB 90-17"). Under FTB
90-1, costs must be recognized as “incurred” when a warranty event occurs, which may precede the expenditures to satisfy the
warranty claim. While we generally expense all costs as the expenditure 1s made, we accrue the costs expected to be incurred
with a specific product defect, which is generally a defect that is classified as a Class A defect. A Class A defectisa -
designation that obligates us to correct a pervasive defect in one of our products. In the case of a Class A defect or specific
known product defect that we have committed to remedy, we accrue the expected costs to be incurred at the time we determine
that its probable that we have an obligation to repair the product defect and the expected expenditures are estimable. All
warranty related expenses are reflected within cost of sales in the accompanying consolidated statements of operations.

~ Prior to 2005, we historically had few Class A designated wananty events and accordingly have generally expensed the
cost of our warranty obligations as incurred. In 2005, we had three Class A designated events or other events that obligated us
to satisfy specific warranty obligations. Accordingly, we established a warranty reserve within accrued liabilities in the

-accompanying consolidated balance sheet for these events of approximately $9.3 miltion as of December 31, 2005, In 2006,

we incurred additional provisions related to Class A warranty events totaling approximately $4.1 million, consisting of i)
revisions of estimates relating to previous Class A events of approximately $1.1 million and ii) provisions for Class A warranty
events that arose in 2006 of approximately $3.0 million, Qur warranty reserve is based on our estimates of the associated
material costs, technical support labor costs, and associated overhead. Our warranty obligation is affected by product failure
rates, material usage and service delivery costs incurred in correcting product failures. Should actual product failure rates,
material usage or service delivery costs differ from our estimates, revisions to the estimated warranty liability would be
required. Further, if we continue to experience an increase in warranty claims compared with our historical experience, or if
the cost of servicing warranty claims is greater than the expectatlons on Wthh the accrual has been based, our gross margin
could be adversely affected.

Certain of our CEWS agreements include provisions indemnifying customers against liabilities in the event we fail to
perform to specific service level requirements. Arrangements that include these indemnification provisions typically provide
for a limit on the amount of damages that we may be obligated to pay our customers. In-addition to these indemnification

- provisions, our agreements typically include warranties that our products will substantially operate as described in the

applicable product documentation and that the services we perform will be provided in a manner consistent with industry

. standards. We do not believe that these warranty or indemnity obligations represent a separate element in the arrangement

because fulfillment of these obligations is consistent with our obligations under our standard warranty. To date, we have not
incurred any material costs associated with these warranties.

-

Stock-Based Compensation

" On January 1, 2006, we adopted Statemnent of Financial Accounting Standards No 123 (revised 2004), “Share-Based
Payment” (*SFAS 123R™) and Staff Accounting Bulletin No. 107, “Share-Based Payment,” which require recognition of
compensation expense for all share-based payments made 10 employees based on estimated fair values. SFAS 123R requires .
that companies estimate the fair value of share-based payment awards on the date of the grant using an optien-pricing model.
The cost is to be recognized over the period during which an employee is required to provide service in exchange for the
award. The valuation provisions of SFAS 123R apply to new grants and grants modified after the adoption date that were
outstanding as of the effective date. Compensation expense for grants outstanding as of the adoption date is recognized over the
remaining service period based on the grant date fair value estimated in accordance with the pro forma provisions of Statement
of Financial Accounting Standards No. 123 “Accounting for Stock-Based Compensation™ (“SFAS 1237). SFAS 123R also
requires the benefit of tax deductions in excess of recognized compensation expense to be reported as a financing cash flow,-
rather than as an operating cash flow as prescribed under previous accounting rules. This requirement reduces net operating
cash flows and increases net financing cash flows in periods subsequent to adoption. Total cash flows remain unchanged from
those reported under previous accounting rules.

SFAS 123R supersedes our previous accounting under SFAS 123 and Accounting Principles Board Opinion No, 25

- "Accounting for Stock issued to Employees" (“APB 25™), under which we used the intrinsic value method to account for our

employee stock options and employee stock purchase plan. Under the intrinsic value method, no stock-based compensation
expense had generally been recognized related to employee stock option grants, because the exercise price of the stock options
granted to employees and directors equaled the fair market value of the underlying stock at the date of grant.

We have historically used stock options as the key component of our employee stock-based compensation program. Prior
to 2006, virtually all of our employees were eligible to receive and were granted stock options. Our adoption of SFAS 123R
and related regulations made it significantly more expensive for us to continue to grant stock based compensation awards in

~ accordance with our prior strategy. ‘As a result, we have revised our equity compensation policies to emphasize the use of

restricted stock units and stock appreciation rights as opposed to stock options, as well as limited awards of stock based
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compensation, such that grants are only made to employees at or above the manager level.

We adopted SFAS 123R using the modified prospective transition method. In accordance with the modified prospective
method, our Consolidated Financial Statements for periods prior to January 1, 2006 have not been restated to reflect, and do
not include, the impact-of SFAS 123R. For awards that have graded-vesting features and service conditions only, we elected
the straight line single-option method of attributing the value of stock-based compensation expense to reporting periods. The
adoption of SFAS 123R primarily resulted in a change in the Company’s method of measuring and recognizing stock-based
compensation expense, and had a material impact on our consolidated financial position. Stock-based compensation expense
related to continuing operations recognized under SFAS 123R for the year ended December 31, 2006 was approximately $34.7
million. For the years ended December 31, 2005 and 2004, stock-based compensation expense recognized under the intrinsic
value method in accordance with APB 25 was $3.4 million and $2.1 million, respeciively. See Note 14 to our Consolidated
Financial Statements for additional information regarding the stock-based compensation expense.

On November 10, 2005, the Financial Accounting Standards Board (FASB) issued FASB Staff Position No. FAS 123(R)-3
“Transition Election Related to Accounting for Tax Effects of Share-Based Payment Awards.” We have elected to adopt the
alternative transition method provided in the FASB Staff Position for calculating the tax effects of stock-based compensation
pursuant to SFAS 123R. The alternative transition method includes simplified methods to establish the beginning balance of
the additional paid-in capital pool (“APIC pool”) related to the tax effects of employee stock-based compensation, and to
determine the subsequent impact on the APIC pool and Consolidated Statements of Cash Flows of the tax effects of employee
stock-based compensation awards that are outstanding upon adoption of SFAS 123R.

Contingent Liabilities .

We have a number of unresolved regulatory, legal and tax matters, as discussed further in Note 9 and Note 13 to our
Consolidated Financial Statements. We provide for contingent liabilities in accordance with SFAS No. 5 "Accounting for
Contingencies" ("SFAS 5"). In accordance with SFAS 5, a loss contingency is charged to income when (i) it is probabte that an
asset has been impaired or a liability has been incurred at the date of the financial statements and (ii) the amount of the loss can
be reasonably estimated. Disclosure in the notes to the financial statements is required for loss contingencies that'do not meet
both those conditions if there is a reasonable possibility that a loss may have been incurred: Gain contingencies are not
recorded until realized. We expense all legal costs incurred to resolve regulatory, legal and tax matters as incurred. In cases
where our insurance carrier has agreed to reimburse us for legal costs, including any accrued losses, we'record a receivable in
our consolidated financial statements for any such amounts, which are included in prepaid expenses and other current assets.

Periodically, we review the status of each significant matter to assess the potential financial exposure. If a potential loss is
considered probable and the amount can be reasonably estimated as defined by SFAS 5, we reflect the estimated loss in our
results of operations. Significant judgment is required to determine the probability that a liability has been incurred or an asset
impaired and whether such loss is reasonably estimable. Because of uncertainties related to these matters, accruals are based on
the best information available at the time. Further, estimates of this nature are highly subjective, and the final outcome of these
matters could vary significantly from the amounts that have been included in the accompanying Consolidated Financial
Statements. In determining the probability of an unfavorable outcome of a particular contingent liability and whether such
liability is reasonably estimable, we consider the individual facts and circumstances related to the liability, opinions of legal
and tax counsel, and recent legal and tax rulings by the appropriate regulatory bodies, among other factors. As additional
information becomes available, we reassesses the potential liability related to its pending claims and litigation and may revise
its estimates accordingly. Such revisions in the estimates of the potential liabilities could have a material impact on our results
of operations and financial position.

Restructuring and Related Expenses

We account for restructuring and related expenses in accordance with SFAS No. 146 “Accounting for Costs Associated
with Exit or Disposal Activities” (“SFAS 146") and Staff Accounting Bulletin No. 100 “Restructuring and Impairment
Charges.” SFAS 146 requires that a liability for a cost associated with an exit or disposal activity be recognized when the
liability is incurred, as opposed to when management commits to an exit plan. SFAS 146 also requires that (i) liabilities
associated with exit and disposal activities be measured at fair value; (ii) one-time termination benefits be expensed at the date
the entity notifies the employee, unless the employee must provide future service, in which case the benefits are expensed
ratably over the future service period; (iii) liabilities related to an operating lease/contract be recorded at fair value and
measured When the contract does not have any future economic benefit to the entity (i.e., the entity ceases to utilize the rights
conveyed by the contract); and (iv) all other costs related to an exit or disposal activity be expensed as incurred. We account
for severance costs'in accordance with Statement of Financial Accounting Standards No. 112, “Employers’ Accounting for
Postemployment Benefits.” The severance benefits provided as part of restructurings are part of an ongoing benefit _
arrangement, and accordingly, we have accrued a liability for expected severance costs. Restructuring liabilities are included in
accrued expenses and accrued payroll and the related costs are reflected as operating expenses in the accompanying financial
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statements.

During 2006, 2005 and 2004, we incurred restructuring costs of $7.2 million, $7.7 million and $1.7 million, respectively,

as described further in Note 4 to the accompanying Consolidated Financial Statements (collectively, the “Restructurings™).
Inherent in the estimation of the costs related to the Restructurings are assessments related to the most likely expected outcome

" of the significant actions to accomplish the exit activities. In determining the charges related to the Restructurings, we had to
make S|gmf' cant estimates related to the expenses associated with the Restructurings. These estimates may vary significantly -
from actual costs depending, in part, upon factors that may be beyond our control. We will continug to review the status of our .
Restructurings’ obligations on a quarterly basis and, if appropriate, record changes to these obligations in current operations
based on management’s most current estimates.

Income Taxes

We are required to estimate our income taxes in each of the JunSdlC[lOﬂS in which we operate. This involves estimating
our current tax liabilities in each jurisdiction, including the impact, if any, of additional taxes resulting from tax examinations
as well as makmg judgments regarding the recoverability of deferred tax assets. To the extent recovery of deferred tax assets is
not likely based on our'estimation of future taxable income In each jurisdiction, a valuation allowance is established. Tax
liabilities can involve complex issues and may require an extended period to resolve. We have considered future taxable
income in assessing the need for an additional valuation allowance on our remaining deferred tax assets. In the event we were
to determine that we would not be able to realize all or part of our net deferred tax assets, an adjustment to the deferred tax
assets would be charged to income in the period such determination was made.

As a result of the acquisition of the remaining interest in Santera on October 3, 2003 (as discussed in Note 3 to the
accompanying Consolidated Financial Statements), the ownership threshold provided under income tax regulations for
inclusion of Santera in our consolidated federal income tax return has been met. We have removed the valuation-aliowance on
Santera’s net deferred tax assets because we believe it is more likely than not that these assets will be realized in future
consolidated federal income tax returns of Tekelec, The elimination of this valuation allowance was recorded through purchase
price accounting as an adjustment to goodwill. Realization of the remaining net deferred tax assets is dependent on the amount
of our income in carryback years and on our generating sufficient taxable income in the future. Should it be determined that we
would not be able to realize all or part of the net deferred tax assets in the future, an adjustment to the deferred tax asset would
reduce income.in the peried such determination was made.

We assess the likelihood of the ultimate determination of various contingeni tax liabilities that arise in different tax
jurisdictions. These tax matters can be complex in nature and uncerfain as to the ultimate outcome. We establish reserves for
tax contingencies when we believe an unfaverable outcome is likely to occur and the liability can be reasonably estimated.
Although we believe these positions are fully supportable, we constder the likelihood of potential challenges and sustainability
of such challenges upon examination. Changes in our tax contingency reserves have occurred and are likely to continue to
OCCUT @5 OUT aSSESSMents change based on current facts and circumstances such as further developments and progress. of tax
examinations in various jurisdictions. ‘

As discussed in Note 9 to the accompanying Consolidated Financial Statements, our U.S. Federai income tax returns for
the 2002 and 2004 tax years have been selected for audit by the IRS. While the final resolution of the IRS's examination is
uncertain, we believe that we have made adequate provisions in the accompanying Consolidated Financial Statements for any
adjustments that the IRS may propose with respect to our U.S. Federal income tax returns, The final determination of our tax
obligations may exceed the amounts provided for by us in the accompanying Consolidated Financial Statements. We will
continually review our estimates related to our income tax obligations, including potential assessments from the IRS of
additional taxes, penalties and/or interest, and revise our estimates, if deemed necessary. A revision in our estimates of our fax
obligations will be reflected as an adjustment to our income tax provision at the time of the change in our estimates. Such a
revision could materially impact our effective tax - rate, income tax provision and net income.

Recent Accounting Pronouncements

Accounting Changeé

ln May 2005, the FASB issued Statement of Financial Accounting Standards No. 154 “Accounting Changes and Error
Corrections” (“SFAS 154”) which replaces Accounting Principles Board No. 20 “Accountmg Changes” (“APB 20”) and
Statement of Financial Accounting Standards No. 3 “Reporting Accounting Changes in Interim Financial Statements.” SFAS
154 applies to all voluntary changes in accounting principle, and changes the.requirements for accounting for and reporting of a
change in accounting principle. SFAS 154 requifes'retrospective application 1o prior periods’ financial statements of a
voluntary change in accounting principle unless it is impracticable. APB 20 previously required that most voluntary changes i in
accounting principle be recognized with a cumulative effect adjustment in net income of the period of the change. SFAS 154 is
effective for accounting changes made in annual periods beginning after December 15, 2005. The adoption of SFAS 154 did
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not have a material impact on our consolidated financial position, results of operations or cash flows.

Accounting for Uncertain Tax Positions

In July-2006, the FASB issued FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes—an
interpretation of FASB Statement No. 109” (“FIN 48”), which clarifies the accounting for uncertainty in income taxes
recognized in an enterprise’s financial statements. This Interpretation prescribes a recognition threshold and measurement
attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return.
Specifically, FIN 48 requires the recognition in financial statements of the impact of a tax position, if that position is more
likely than not of being sustained on audit, based on the technical merits of the position. Additionalty, FIN 48 provides
guidance on the derecognition of previously recognized deferred tax items, classification, accounting for interest and penalties,
and accounting in interim periods related to uncertain tax positions, as well as, requires expanded disclosures. FIN 48 is ¥
effective for fiscal years beginning after December 15, 2006, with the cumulative effect of the change in accounting principle
recorded as an adjustment to opening retained earnings. We are currently evaluating the impact on our financial statements of
adopting FIN 48.

Fair Value Measurement

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157 *Fair Value Measurements™
(“SFAS 157), which defines fair value, establishes a framework for measuring fair value in generally accepted accounting
principles (“GAAP”), and expands disclosures about fair value measurements. This Statement applies under other accounting
pronouncements that require or permit fair value measurements, the FASB having previously concluded in those accounting
pronouncements that fair value is the relevant measurement attribute. SFAS 157 is effective for financial statements issued for
fiscal years beginning after November 15, 2007, and interim periods within those fiscal years. We are currently evaluating the
impact on our financial staternents of adopting SFAS 157.

Materiality

In September 2006, the SEC issued Staff Accounting Bulletin No. 108 (“SAB 108”). SAB 108 provides guidance on the,
consideration of prior year misstatements in quantifying current year misstatements for the purpose of a materiality assessment.
The staff of the Securities and Exchange Commission (the “Staff”) believes registrants must quantify the impact of correcting
all misstatements, including both carryover and reversing effects of prior year misstatements, on a company’s current year
Consolidated Financial Statements, The Staff prescribes two approaches to assessing the materiality of misstatements: the
“rollover” approach, which quantifies misstatements based on the amount of error originating in the current year income
statement and the “iron curtain approach,” which quantifies misstatements based on the effects of correcting the cumulative
effect existing in the balance sheel at the end of the current year. If under either approach, misstatements are deemed material,
a company is required to adjust its financial statements, inctuding correcting prior year financial statements, even if such .-~
correction was, and continues to be, immaterial to the prior year financial statements. Correcting prior year financial statements
for immaterial errors would not require a company to amend previously filed reports, and such corrections may be made the
next time the company files its prior year statements. We do not have any adjustments resulting from the application of SAB
108, which is effective for the first fiscal year ending after November 15, 2006.

Item TA. Quantitative and Qualitative Disclosures About Market Risk.

See the section entitled “Financial and Market Risks” included in “Management’s Discussion and Analysis of Financial
Condition and Results of Operations” included in Item 7 of Part | of this Annual Report.

Item 8. Financial Statemeﬁts and Supplementary Data.
See our Consolidated Financial Statements included herein and listed in [tem 15(a} of this Ar;nual Report.
lt&n 9, Changes in and Diségreements with Accountants on Accounting and ;"inancim:' Disciosr;re.
None.
Item 9A. Controls and Procedures.
Evaluation of Disclosure Controls and Procedures

Based on our management’s evaluation {with the panicipation of our Chief Executive Officer and Chief Financial Officer),
as of the end of the period covered by this Annual Report, our Chief Executive Officer and Chief Financial Officer have
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concluded that our disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the Securities
Exchange Act of 1934, as amended (the “Exchange Act”)) are effective to ensure that information required to be disclosed by
us in reports that we file or submit under the Exchange Act is recorded, processed, summarized and reported within the time -
perieds specified in Securities and Exchange Commission nules and forms and is accumulated and communicated to our
management, including our Chief Executive Officer and Chief Financial Officer, as appropriate to allow timely decisions
regarding required disclosure. '

Management’s Report on Internal Control over Financial Reporting

_ Our management, including our Chief Executive Officer and Chief Financial Officer, is responsible for establishing and
maintaining adequate internat control gver financial reporting, as such term is defined in Rules 13a-15(f) and 15d-15(f) under -
the Exchange Act. Our internal control over financial reporting is a process designed to provide reasonable assurance regarding, |
the reliability of financial reporting and the preparation of our financial statements for external reporting purposes in
accordance with U.S. generally accepted accounting principles (“GAAP”). Internal control over financial reporting includes
those policies and procedures that: (i) pertain to the maintenance of records that in reasonable detail accurately and fairly
reflect the transactions and dispositions of the assets of the company; (if) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements in accordance with generally accepted accounting |
prmmples and that receipts and expenditures of the company are being made only in accordance with authorizations of
management and directors of the company; and (iii) provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use; or disposition of the company’s assets that could have a material effect on the-financial-
statements. Because of its inherent limitations, internal control over financial reporting may not prevent or detect -
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of compliance with policies or procedures may
deteriorate. - , ,

Management (with the participation of our Chief Executive Officer and Chief Financial Officer) conducted an evaluation
of the effectweness of our internal control over financial reporting based on the framework in Infernal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. Based on this evaluation,
management concluded that our internal control over financial reporting was effective as of December 31, 2006.

: , ‘ . . ,

Management’s assessment of the effectiveness of our internal control over financial reporting as of December 31, 2006 has
been audited by PricewaterhouseCoopers LLP, our mdependem registered public accounting firm, as stated in their report
whlch is included herein.

Changes in Internal Control over Financial Reporting
* There was no change in our internal control over financial reporting during our fourth quarter of 2006 that has materially
affecied, or is reasonably likely to materially affect, our internal control over financial reporting.

Inherent Limitations on Effectiveness of Controls

Our management, including our Chief Executive Officer and our Chief Financial Officer, does not expect that our
disclosure controls and procedures or our internal control over financial reporting are or will be capable of preventing or
detecting all errors and all fraud. Any control system, no matter how well designed and operated, can provide only reasonable,
not absolute, assurance that the control system’s objectives will be met.- The design of a control system must reflect the fact
that there are resource constraints and the benefits of controls must be considered relative to their costs. Further, because of the
mherem limitations in all control systems, no evaluation of controls can provide absolute assurartce that misstaternents due to
error or fraud will not occur or that all control issues and instances of fraud, if any, within the company have been detected.
These inherent limitations include the realities that judgments in decision-making can be faulty and that breakdowns can occur
because of simple error or mistake. Controls can also be circumvented by the individual acts of some persons, by collusion of
twa or more people, or by management override of the controls. The design of any system of controls is based in part on
certain assumptions about the likelihood of future events, and there can be no assurance that any design will succeed in
achieving its stated goals under all potential future conditions,

+

Item 9B. Other Information

Not applicable.
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PARTIN
Item 10. Directors, Executive Officers and Corporate Governance. v

Certain information required by this Item is incorporated by reference to the sections of our definitive Proxy Statement for
our 2007 Annual Meeting of Shareholders to be held on May 18, 2007, entitled “Election of Directors,” “Executive Officers”
and “Section 16(a) Beneficial Ownership Reporting Compliance,” to be filed with the SEC. Our Proxy Statement will be filed
within 120 days after the date of our fiscal year-end which was December 31, 2006,

Tekelec has adopted the Tekelec Code of Business Conduct and Ethics, which every Tekelec employee is expected to
observe. The Company has also adopted a Code of Ethics for Chief Executive Officer and Senior Financial Officers which
supplements the Code of Business Conduct and Ethics and sets forth certain fundamental principals and key policies and
procedures that govern the conduct of the Chief Executive Officer, Chief Financial Ofﬁcer and certain other designated.senior
financial officers.

The Tekelec Code of Business Conduct and Ethics is publicly available on Tekelec’s website under “Governance™ at the
following URL: http://www.tekelec.com/about/gov_code.asp. The Company’s Code of Ethics for Chief Executive Officer and
- Senior Financial Officers is included in this Annual Report on Form 10-K as Exhibit 14.1 hereto.

Item 11. Executive Compensation.

The information required by this [tem is incorporated by reference to the sections of our definitive Proxy Statement for our
2007 Annual Meeting of Shareholders 1o be held on May 18, 2007, entitled “Compensation Discussion and Analysis,”
“Executive Compensation and Other Information,” “Compensation of Directors,” “Compensation Committee Interlocks and
Insider Participation,” and “Compensation Committee Report,” to be filed with the SEC.

Item 12. Security Ownership of Certain Beneﬁcial Owners and Management and Related Stockholder Matters.

The information required by this item is incorporated herein by reference to the section of our definitive Proxy Statement
for our 2007 Annual Meeting of Shareholders to be held on May 18, 2007, entitled “Common Stock Ownership of Principal
Shareholders and Managemem,” to be filed with the SEC.

. _The equity compensatlon plan information required to be provided in this Annual Report on Form 10-K is incorporated by
reference to the section of our deﬁmtwe Proxy Statement for our Annual Meetmg of Shareholders to be held on May 18, 2007,
enntled “Executive Compensauon and Other Information — Equlty Compensation Plan Information,” to be filed with the SEC.
Item 13. Certain Relationships and Related Transactions, and Director Independence.

‘ The mformatlon reqmred by this Item is mcorporated herein by reference to the section of our definitive Proxy Statement
for our 2007 Annual Meeting of Shareholders to be held on May 18, 2007, entitled “Certain Relationships and Related
Transactions,” to be filed with the SEC.

Item 14, Principal Accountant Fees and Services
The information required by this Item is incorporated herein by reference to the section of our definitive Proxy Statement

for our 2007 Annual Meeting of Shareholders to be held on May 18, 2007, entitled “Principal Accountant Fees and Services,”
to be filed with the SEC. -
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PART IV

Item 15, Exhibits and Financial Statement Schedules

(a) The follewing documeats are filed as part of this Report;

(1) Consolidated Financial Statements

Page
Report of Independent Registered Public Accounting Firm F-1
Consolidated Statements of Operations for each of the three years in the period ended . :
December 31, 2006 ‘F-3
Consolidated Statements of-Comprehensive Income (Loss) for each of the three years in the
period ended December 31, 2006 F-4
Consolidated Balance Sheets as of December 31, 2006 and 2005 F-5
.Consolidated Statements of Cash Flows for each of the three years in the period ended
December 31, 2006 : F-6
Consolidated Statements of Shareholders Equity for.each of the three years in the period o
ended December 31, 2006 F-8
Notes to Consolidated Financial Statements S F-9.

{2) Consolidated Financial Statement Schedules

1

None.
Schedules that are not listed herein have been omitted because they are not applicable or the information requtred
to be set forth therein is included in the Consolidated Financial Statements or notes thereto

' (3)° List of Exhibits ' 7
Number Exhibit - : "
20 Agreement and Plan of Merger dated April 30, 2003 by and among the Registrant, Luke Acquisition Corp.,
v certain stockholders of Santera Systems Inc., Santera Systems Inc. and Austin Ventures VI, L.P., as the *-*
Representative, including form of Certificate of Merger and of Amended and Restated Certificate of "
Incorperation of Santera Systems Inc. (schedu[es and certain exhibits are omitted from this agreement and
from the other agreements filed herewith’as Exhibits 2.2, 2.3 and 2.4; and the Registrant agrees to furnish:
supplementally a copy of any such schedule or exhibit to the Commission upon request)(l) as amended by
' First Amendment thereto dated : as of August 3, 2005(2)
2.2 Escrow Agreement dated as of April 30, 2003 by and among the Registrant, Santera Systems Inc., the
minority stockholders of Santera Systems Inc., Austin Ventures V1, L.P,, as the Representative, and
J.P. Morgan Trust Company, National Association, as Escrow Agerit(l), as amended by First Amendment
~ thereto dated as of August 3, 2005(2)
23 Stockholders Agreement dated as of April 30, 2003 between the Registrant and Santera Systems Inc., the
minority stockholders of Santera Systems Inc. and Austin Ventures VI, L.P, as the Representative(l), as
amended by First Amendment thereto dated as of August 3, 2005(2)
3.1 Amended and Restated Articles of Incorporation(3)
3.2 Amended and Restated Bylaws(4)
4.1 Rights Agreement dated as of August 25, 1997 between the Registrant and U.S. Stock Transfer
Corporation as Rights Agen(5)
4.2 Indenture dated as of June 17, 2003 between Registrant and Deutsche Bank Trust Company Americas,
including form of Registrant’s 2.25% Senior Subordinated Convertible Notes due 2008(6)
10.1 Amended and Restated Non-Employee Director Equity Incentive Plan(7)(8), as amended by Amendment

No. 1 thereto dated February 21, 1996(8)(9)
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10.2

10.3

10.4

‘10.5

106

10.7
10.8

10.9

10.10

10.11

10.12

10.13 .

10.14

10.15

10.16

10.17

10.18

10.19

Form of Indemnification Agreement entered into between the Registrant and each of its directors and
executive officers(2)(8)

Amended and Restated 1994 Stock Option Plan, including form of stock option agreement(8)(10), as
amended by Amendment No. 1 thereto dated May 8, 2003(6)(8)

Lease Agreement dated as of February 8, 1988 between the Registrant and State Street Bank and Trust
Company of California, N.A., not individually, but solely as an-Ancillary Trustee for State Street Bank and
Trust Company, a Massachusetts banking corporation, not individually, but solely as Trustee for the AT&T
Master Pension Trust; covering our principal facilities in Calabasas, California(11), together with Fourth
Amendment thereto effective as of May 24, 2005, between the Registrant and Arden Realty Limited
Partnership, as'successor to original landlord(12) -

Officer Severance Plan, including form of Employment Separation Agreement(13), as amended March 8,
1999(14) and February 4, 2000(8)(15)

Lease Agreement dated as of November 6, 1998 between the Registrant and Weeks Realty, L.P., covering
certain of the Registrant’s facilities in Morrisville, North Carolina(14), as amended by First Amendment
thereto dated May 27;°1999, Second Amendment thereto dated October 1, 1999, Third Amendment thereto
dated November 30, 1999, and Fourth Amendment thereto dated July 19, 2000(16)

Lease Agreement dated as of July 19, 2000 between the Registrant and Duke Construction Limited
Partnership covering certain of our facilities in Morrisville, North Carolina(16)

Amended and Restated Non-Employee Director Stock Option Plan, including form of stock option
agreement(8)(17) :

Amended and Restated 2003 Stock Option Plan(8){(17)

Credit Agreement dated December 15, 2004 between the Registrant and Wells Fargo Bank, National
Association(19), as amended by First Amendment thereto dated December 15, 2005(23), letter agreement .
dated March 16, 2006(23), letter agreement dated May 25, 2006(23) and Second Amendment thereto dated
December 15, 2006, together with Revolving Line of Credn Note dated as of December 15, 2006 made by
the Company in favor of the Bank(31) °*

Employment Offer Letter Agreemcm dated April 7, 2005 between the Registrant and William Everett,
together with employment offér letter agreement effective as of October 14, 2004 between the Registrant
and Mr. Everett(8)(20)

Amended and Restated 2005 Employee Stock Purchase Plan(8)(25)

Summary of Compensation for the Registrant’s Named Executive Officers(2)(8)

Summary of Compensation for the Non Employee Members of the Registrant’s Board of Directors and its
Committees(2)(8)

2005 Executive Officer Bonus Plan(8)(21)

Employment Separation Agreement effective as of October 26, 2005 between the Company and Frederick
M. Lax(8)22)

Employment Offer Letter Agreement effective January 18, 2006 between the Company and Franco

_Plastina(8)(24)

Stock Purchase Agreement dated as of April 27, 2006 between the Company and NICE- Systerns Ltd.
(schedules are omitted from this agreement, and the Company agrees to furnish supplementary a copy of
any such schedule to the Commission upon request(25)

- Employment Separation Agreement dated as of June 22, 2006 between the Company and Lori

Craven{8)(26)
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10.20 Amendment to Separation Agreement effective as of March 31, 2006 between the Company and Fred

Lax(8)(27)
10.21 Tekelec Amended and Restated 2004 Equity Incentive Plan for New Empioyees(8)(28)
10.22 Agreement effective October 26, 2006 between the Company and Ronald W. Buckly(8)(29)
1023 Tekelec 2006 Officer Bonus Plan(8)(30) '
10.24 . . Agreement effective November 30 2006 between the Company and Jay F. Whltehurst(S)(32)
14 :l Code of Ethics for Chief Executwe a.nd Senior Financial Officers(18)
21.1 Subsidiaries of the Registrant(32)
23.1 Consent of PricewaterhouseCoopers LLP(32)
31.1 ‘- Certification of President and Chief Executive Officer ofithe Registrant pursuant to Rule 13a-14(a) under

the Exchange Act, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002(32)

31.2 Certification of Chief Financial Officer of the Registrant pursuant to Rule 13a-14(a) under the Exchange
Act, as adopted pursuant to Section 302 of the Sarbanes- Oxley Act of 2002(32)

32.1 Cemﬁcallon of Chief Execuuve Officer of the Registrant pursuam to 18 U.S.C. Section 1350, as adopted
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002(32)

322 " Certification of Chief Financial Officer of the Registrant pursuant to 18 U.S.C. Section 1350, as adopted
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002(32)

+

(O lncorporated by reference to the Reglstrant s Current Report on Form 8-K (File No. 0-15135) filed with the Commlssmn on
. May 7, 2003 L Co

(2) Incorporated by reference to the Registrant’s Quanerly Report on Form 10-Q (File No. 0-15135) for the quarter ended June 30,
2005.

(3) lncorporated by reference to the Registrant’ § Quanerly Report on Form 10-Q (File No. 0-15135) for the quarter ended June 30,
- 1998

(4) Incorporated by reference to the Registrant’s Current Report on Form 8-K filed with the Commission on November 28, 2006
(File No. 0-15135) '

(5) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q (File No. 0-15135) for the quarter ended
September 30, 1997,

(6} Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q (File No. 0-15135) for the quarter ended June 30,
2003

(7) Incorporated by reference to the Registrant’s Registration Statemenl on Form 8-8 (Reglstranon Statement No. 33-82124) filed
- with the Commission on July 28, 1994, - , :

(8) Constitutes a management contract or compensatory plan, contract or arrangement required to be filed as an exhibit to this
Annual Report on Form. 10-K.

{9 Incorporated by reference to the Registrant’s Registration Statement on Form $-8 (Registration No. 333-05933) filed with the
Commission on June 13, l996

(10) Incorporated by reference to the Registrant’s Annual Report on Form 10 K (File No. 0-15135) for the year ended December 31,
2002.

{11) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q (File No. 0-15133) for the quarter ended June 30,
1988.
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(12) Incorporated by reference to the Registrant’s Current Report on Form 8-K (File No. 0-15135) dated May 31, 2005, as f_iled with "
the Commission on June 1, 2005.

(13) Incorporated by reference to the Registrant’s Annual Report on Form 10-K (File No. 0-15135) for the year ended December 31,
1993.

"~ (14) Incorporated by reference to the Registrant’s Annual Report on Form 10-K (File No. 0-15135) for the year ended December 31,
1998. Kk

{15) Incorporated by reference to the Registrant’s Annual Report on Form 10-K (File No. 0-15135) for the year ended December 31, '
1999,

(16) Incorporated by reference to the Registrant’s Annual Report on Form 10-K (File No. 0-15135) for the year ended December 31,
2000.

(17) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q (File No. 0-15135) for the guarter ended June 30,
2004,

(18) Incorporated by reference to the Registrant’s Annual Report on Form 10-K (File No. 0-15135) for the year ended December 31,
2003.

(19) Incorporated by reference to the Registrant’s Annual Report on Form 10-K (File No. 0-15135) for the year ended December 31,
2004,

(20) Incorporated by reference to the Registrant’s Current Report on Form 8-K (File No. 0-15135) dated April 7, 2003, as filed with
the Commission on April 13, 2005.

(21) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q (File No. 0-15135) for the quarter ended
September 30, 2005,

(22) Incorporated by reference to the Registrant’s Current Report on Form 8-K (File No. 0-151335) dated October 26, 2005, as filed
with the Commission on October 27, 2005.

(23) lncdrporated by reference to the Registrant’s Annual Report on Form 10-K (File No. 0-15135) for the year ended December 31,
2005,

(24) Incorporated by reference to the Registrant’s Current Report on Form 8-K (File No. 0-15135) dated January 18, 2006, as filed
with the Commission on January 24, 2006.

(25) Incorporatéd by reference to the Registrant’s Current Report on Form 8-K (File No. 0-15135) dated April 27, 2006, as filed
with the Commission on May 3, 2006.

(26) Incorporated by reference 1o the Registrant’s Current Report on Form 8-K (File No. 0-15135) dated June 21, 2006, as filed with
the Commission on June 26, 2006,

27 Incdrporéted by reference to the Registrant’s Quarterly Report on Form 10-Q (File No. 0-15135) for the quarter ended March
31, 2006.

(28) Incorporated by reference to the Registrant’s Registration Statement on Form S-8 (Registration Statement No. 333-108821)
filed with the Commission on August 18, 2006.

{29) Incorporated by reference to the Registrant’s Current Report on Form 8-K (File No. 0-15135) dated October 26, 2006, as filed
with the Commission on November 1, 2006.

(30) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q (File No. 0-15135) for the quarter ended
September 30, 2006.

(31) Incorporated by reference to the Registrant’s Current Report on Form 8-K (File No. 0-15135) dated December 15, 2006, as
filed with the Commission on December 21, 2006.

(32) Filed herewith.
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(b) Exhibits
See the list of Exhibits under Item 15(a)(3) of this Annual Report on Form 10-K.

(c) Financial Statement Schedules

None.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d} of the Securities Exchange Act of 1934, the Registrant has duly caused -
this report to be sngned on its behalf by the unders:gned ‘thereunto duly authorized. '

Dated February 27,2007

TEKELEC

By: " s/ FRANCO PLASTINA

! Franco Plastina -

President and Chief Executive Officer”

Pursuam to the requirements of the Securities Exchange Act of 1934, this report has been 51gned below by the following
persons on behalf of the Reglstrant and in the capacmes and on the dates mdlcated

Signature

Title

Date

/s/ MARK A. FLOYD
Mark A'.‘. Floyd

s/ FRANCO PLASTINA
Fr-anco'Pléstin‘a

Is/ ROBERT V. ADAMS
Robert V. Adams

Isf DAN[EL L. BRENNER
Dame] L Brenner

/s' MARTIN A._ KAPLAN
Mar.tin A Kaplan ‘

/s/ JON F. RAGER

Jon F Rager -

s/ M(CHAEL_ P. RESSNER
Michbel P. Ressner |
/s/ WlLLIAM H. EVERETT
Wllllam H Everett

/s GREGORY S. RUSH'

Gregor)r S. Rush

Chairman of the Board and Director

President and Chief Executive
Officer and Director

Director
ﬁirector
Director
Director
Director
Senior \fioe President and Chief Financial Officer
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* Accounting Officer
: (Prmcnpal Accounting Officer)
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Report of Independent Registered Public Aceounting Firm CL ' e
To the Board of Directors and Shareholders of Tekelec:
We have completed integrated audits of Tekelec’s consolidated financial statements and of its internal control over financial reporting

as of December 31, 2006, in accordance with the standards of the Public Company Accounting Oversight Board (United States) Our
opmlons based on our audits, are presented below.

_Consolidated financial statements

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of operations, of comprehensive
income (loss), of cash flows and of shareholders' equity present fairly, in all material respects, the financial position of Tekelec and its
subsidiaries at December 31, 2006 and 2005, and the results of their operations and their cash flows for each of the three years in the
period ended December 31, 2006 in conformity with accounting principles generally accepted in the United States of America. These
financial statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on these
financial statements based on our audits. We conducted our audits of these statements in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
réasonable assurance about whether the financial statements are free of material misstatement. An audit of financial statements
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the
a_ccouriting principles used and significant estimates made by management, and evaluating the overall financial statement presentation,
We believe that our audits provide a reasonable basis for our opinion.

As discussed in Note 1 to the consolidated financial statements, the Company changed the manner in which it accounts for share-
based compeénsation in 2006.

Internal control over financial reporting

Also, in our opinion, management’s assessment, included in Management's Report on [nternal Control over Financial Reporting as of
December 31, 2006 appearing in Item 9A, that the Company maintained effective internal control over financial reporting as of
December 31,2006 based on criteria established in Internal Control - Integrared Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO), is fairly stated, in all material respects, based on those criteria. Furthermore, in
our opinion, the Company maintained, in all material respects, effective internal control over financial reporting as of December 31,
2006, based on criteria established in /nternal Control - Integrated Framework issued by the COSO. The Company’s management is
responsible for maintaining effective internal control over financial reporting and for its assessment of the effectiveness of internal
control over financial reporting. Qur responsibility is to express opinions on management’s assessment and on the effectiveness of

'the Company’s internal control over financial reporting based on our audit. We conducted our audit of internal control over financial
-reporting in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards

require that we plan and perform the audit to obtain reasonable assurance about whether effective internal control over financial
reporting was maintained in all material respects. An audit of internal control over financial reporting includes obtaining an
understanding of internal control over financial reporting, evaluating management’s assessment, testing and evaluating the design .
and operating effectiveness of internal control, and performing such other procedures as we consider necessary in the circumstances.
We believe that our audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting
principles. A company’s internal control over financial reporting includes those policies and procedures that (i} pertain (o the
maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the
company; (ii) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in
accordance with generally accepted accounting principles, and that receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the company; and (iii) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have a material effect
on the financial statements.
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Because of it inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections
of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

o Ist PricewaterhouseCoopers LLP

Raleigh, North Carolina : e ‘
February 27, 2007 . : v




TEKELEC

CONSOLIDATED STATEMENTS OF OPERATION

Revenues
Costs of sales:

Cost of goods sold
) Amortization of purchased technology
Impairment of purchased technology
" _Total cost of sales
_Gr(gs:ss_ profit

Operating expenses:
. Research and development
Sales and marketing
General and administrative
Acquired in-process research and development
Restructuring and other
Amortization of intangible assets
Impairment of goodwill
Total operating expenses
Loss from operations

Other income (expense), net:
Interest income
Interest expense
Gain on sale of Catapult Stock
Gain on sale of investment in privately held company
Gain on warranis in privately held company
Loss on sale of investments '
Other, net
Total other income (expense), riet
Income (loss) from continuing operations before provision for income taxes
Provision for (benefit from) income taxes
Loss from continuing operations before minority interest
Minority interest
Income (loss) from continuing operations
Income from discontinued operations, net of taxes
Net income (loss)

Earnings (loss) per share from continuing operations:
Basic
Diluted

Earnings per share from discontinued operations:
Basic
Diluted

Earnings (loss) per share:
Basic .
Dituted

Weighted average number of shares outstanding:
Basic
Diluted

See notes to consolidated financial statements.

For the Years Ended December 31,

2006 2005 2004
(Thousands, except per share data)
553,647  § 486,505 § 326,909
256,789 210,584 125,175
a21e 5819 " 5991
25,615 22,660 -
286,623 239,063 131,166
267,024 247,442 195,743
148,443 119,234 93,705
92,961 83,775 62,574
74,719 64,366 45,804
2,100 3,573 14,200
7173 7,735 1,666
1,938 2,887 2,183
75,000 27,245 -
402,334 308,815 220,102
(135,310) (61,373 (24,359)
10,936 6,157 4,680
(3,813) (4,069) (4,516)
- - 2,186
1,794 - 1877
1,275 - 20,321
- (1,346) : -
24 (1,237 263
10,216 {495) 30,811
(125,094) {61,868) 6,452
(21,941) {6,752) 18,121
(103,153) (55,116) (11,669)
- 10,248 21,765
{103,153) (44,868) 10,096
189,209 11,127 " 8,083
86,056 S (33,741) § 18,179
(1.53) $ 068) $ 0.16
(1.53) (0.68) 0.15
281§ 017 % 0.13
2.81 0.17 0.12
128 % (051 8 0.29
1.28 (0.51) ' 0.27
67,340 66,001 63,131
67,340 66,001 66,322
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- TEKELEC ‘ ,
R . CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS) T

o _; ‘, N ) . . . For the Yeéars Ended December 31, oy
SRS S o ' 2006 2005 2004 L
¥ . aLE C Ca ’ - " (Thousands) ; ,,
s LiNet income (loss) © ' : ' 3 86,06  $ (33741) § 18,179
Other‘cor'nprel;cri;ive income (loss): B R W
. Forelgn currency translanon adjustments . : 319 .. (246) - (l) I
' i ,.' i Realized loss (gam) on avallab]e-for-sale secunncs, net of taxes, L ) .‘
prev:ously fecognized i in other comprehenswc income ‘ - ; " 894 . . b .(‘12()‘5"
Unrcahzed gain (loss) on avallable-for—sale securmes net of taxes 819 . (2,057 = (352ji |

Cumprehcnswe income {loss) ' $ 87,194 § (35,150) § ,‘17,7063'

! 5
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oo o : " See notes to consolidated financial statements. . e
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TEKELEC
CONSOLIDATED BALANCE SHEETS

December 31,

2006

2005

‘ i ASSETS
- Current asscts:
Cash j&nd cash equivalents by
Short-term investments, at fair value
Total cash, cash equivalents and short-term invesiments
Accounts receivable, net
Inventorics. - ‘
! Income taxes receivable
"-* Deferred income taxes
*  Deferred costs and prepaid commissions
’ Preria‘id cxpenses and other current assets
Assets of discontinued operations
- Total current assets.
Property and equipment, net
Investments in privately-held companies
Deferred ‘i_ncome taxes, net
Other assets
Goodwill
Intangible assets, net
’Eotal assets $

T x

LIABILITIES AND SHAREHOLDERS' EQUITY

Current liabilities:
- Trade accounts payable $
Accrued expenses :
Accnied payroll and related expenses
Short-term notes and current portion of notes payable
- * Current portién of deferred revenues
o : ‘Li.nhilitics of discontinued operations
Total current liabilities

Long-term convertible debt

Deferred income taxes

Lbng-ltefm portion of deferred revenues
Total liabilities

Commitments and Contingencies (Note 13)

. Shareholders’ equity: |
- Commen stock, without par value, 200,000,000 shares authorized; 68,728,986

and 66,838,310 shares issued and outstanding, respectively

Deferred stock-based compensation

Retained eamings

Accumulated other comprehensive income (loss)
Total sharcholders” equity
Total liabilities and shareholders’ equity 5

/

See notes to consolidated financial statements.

{Thousands, except share data)

45451 % 52,069
379,045 174,260
424,496 226,329
162,622 115,789

49,451 47,512

14,698 -

32,206 27.456

65,187 78,190

29,134 15,298

. 18,647
777,794 529,221
53,273 40,474
7,322 7322,
62,103 68,585
3,521 6,047

40,882 116,324

24,362 57,214
969.257 % 825,187

3779 0§ 32,347

62,306 47.960

32,296 28,156

- 96
216,023 208,278
- 23,279
342,404 340116
125,000 125,000
1,481 1,694
6,131 5217
475,016 472,027
322,620 274,413
- (5.680)
171,722 £5,666
{(101) (1,239
494,241 353,160
069,257 % 825,187




TEKELEC

CONSOLIDATED STATEMENTS OF CASH FLOWS

.

Cash flows from operating activities:
Net income (l‘oss)
Income from discontinued operations
Ad_;ustmen!.s to reconcile net income (loss) to net cash provided by
operating activities:
Loss (gain) on investments
Minority interest
Impairment of purchased technology
Impairment of goodwill
Provision for doubtful accounts and retums
Inventory write downs
Wntc-off of lcasehold |mpr0vcments and other asscts
Dcprecmtion
Amortization of intangibles
Amortization, other
Amiortization of deferred financing costs
Acquired in-process research and development
Convertible debt and note payable accretion
Defcrrcd income taxes
Smck based compensauon net of forfeitures
Tax benefit related to stock options
Excess tax benefits from stock-based compensation
Changes in operating assets and liabilities (net of business
i:li'sposa] and acquisitions):
*» Accounts receivable
" Inventories
- Deferred costs
Prepaid expenses and other current assets
Trade accounts payable
‘ Accrued expenses
Accrued payroll and related expenses
Deferred revenues
Income taxes payable / receivable
. 'Net cash provided by operating activities - continuing operations
Net cash provided by (used in) operating activities - discontinued operations
‘ Net cash provided by operating activities

*

Cash flows from investing activities:
‘ Proceeds from sales and maturities of investments
| Purchases of investments
Purchases of property and equipment
Cash ﬁaid for Taqua, net of cash acquired
Cash paid for VocalData, net of cash acquired
Cash paid for Steleus, net of cash acquired
Cash paid for iptelorg, net of cash acquired
Cash paid for minority interest in Santera
Proceeds from sale of Catapuli stock
ifmcceds from sale of warrants in privately held companies
Olhér non-operating assets
" Net cash used in investing activities - continuing operations
Net cash provided by {used in) investing activities - discontinued operations
Net cash used in investing activities

For the Years Ended December 31,

2006 2005 2004
{Thousands)

86,056 $ (33,741) 18,179 .. .
(189,209) (11.127) (8,083)
{3,069) 1,375 (30;569)
- (10,248) (21,765)
25,615 22,660 -
75,000 27,245 -
3,582 2,946 820
10,054 12,071 4,680
- 166 -
23,703 15,629 - 14,674
7,237 10,112 8,722
3,026 5,946 1,633
763 763 1,112
2,100 3573 14,200
- - 279
1,088 (17.537) 4,401
35,706 3317 2,143
- 1,383 9,750
(1,991) - -
{49,583) (i7.719) (41,000)
{11,960) (26,893) ~(13,771)
13,003 - (31,984) (18,688)
{7,309) 2,363 {1,409)
(8200 (2,655) 20,550
5.861 31,280 (15,060)
3,931 5,278 4,035
8,402 53,214 58,194
{13,091) (593) {5,629)
28,095 50,884 7.398
{16,763) 15,476 13,594
11,332 66,360 20,992
861,490 417,767 498,209 .
{1,063,652) (370,934) (406,712)
(36,471) (29,911) {18,055)
- - {86,994)
- - (13,222)
- - (52,484)
- (7.10%) Co-
- (75,750) B
- - 19,486
- - 17,877
1,770 (4,186) {2,540)
{236,863) (70,119) {44,435
199,902 (327 (223)
(36,961) .{70,446) {44,658)




TEKELEC
CONSOLIDATED STATEMENTS OF CASH FLOWS — (Continued)

For the Years Ended December 31,

2006 2005 2004
. (Thousands}
" Cash flows from ﬁnhncing activities: )
‘Payments on notes }iéyable (96) (3,243) '(8,894)
. Proceeds from issuance of common stock 17,481 10,382 35,851
"~ Excess tax benefits from stock-bf.:sed compensation : 1,991 ; ' -
~C.ash paid to settle stock options (255) - -
; - Net cash provided by financing activities 19,121 7,139 26,957
- Effect of exchange rate changes on cash (110) ‘ 91 i 373
’ Net inc-rea;se (decrease) in cash and cash equivalents ‘ (6,618) 3,144 3,664
Cash and cash equivalents at beginning of the year - 52,069 48,925 45,261
Cash and cash equivalents at end 6[ the yeér 45,451 52,069 . 48,925
Cash and cash equivaiengs of discunﬁn-ﬁed operations at end of period - - - 992
C.sgsh and cash equivalents of continuing operations at end of period 5 45,451 $ 52,069 3 47,933
Supplemental disclosure of cash flow information:
Cash paid during the year for: _
" Interest $ 2813 § 3,195 § 3,115
Income taxes 9,532 16,093 © 22,204
- See notes to consolidated financial statements.
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' TEKELEC
' CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY

. ’ . : L Accumulated
- : P I ' Common Stock Deferred Other Total
. s ' . Number - Stock-Based Retained Comprehensive Shareholders
of shares Amount Compensation Earnings Income (Loss) Equity A
. {Thousands) M
Balance, December 31,2003 . . . 61650 § 185,908 § -3 101,228 § 643§ . 291,779 &
Exercise of stock options and warrants and .
isstianc: of shares under emplﬁyce steck )
“purchase plan . 3131 35851 - . .- ’ 35,851 i
. Deferred stock-based compensation on stock ¥
. - 1 - .
. options assumed in acquisitions and issuance
© 7 ofrestricted stock Tt - 6.244 (6.244) . . . !
Amortization of stock-based compensation,
PR S > - 286 1,764 - - 2,050 T
Stack option tax henefits - B 9.750 B ) B . 9,750
. Vqsted stock options assumed in the Tagua - L. K3
eequisition ' " ‘ : - 3524 - - - 3.524
Stock options granted 1o Santera advisory
, 7 board ’ 7 93 - - - 93 )
Shares issued related te VocalData A I N
s acquisition 780 13,000 - - - 13,000
Net unrealized loss on available-for-sake
o securities, net of tax benefit - - - - {472} {472)
T
Translation adjustment . . B B o m
. Net income : - - - 18,179 - 18.17%
' Balance, December 31, 2004 . 65,568 258.656 (4.480) 119.407 170 373,753 .
Exercise of stock options and issuance of
-, shares under employee stock purchasce plan 961 10,382 - - - 10,382
' Issuance ofst()ck—based_ compensation, net 237 . 5,880 (5.,880) . . - .
1ssuance of commoan stock upon vesting of
restricted stock units 106 - - - - -
Commen stock withheld upon vesting of
restricted stock units for payroll taxes (34) _{585) - - - (585)
Amortization of stock-based compensation,
net ) N . 3.494 - - 3,494
+ " Stock option Lax benchits ' . 1,383 . . - 1,383
Forfcnum of unvested stock-based
compensation - (1,186) 1,186 - - i -
Forfeiture of previously expensed stock-
based compensation. . ' - 117) - - - (1
Net unrealized loss on available-for-sale ’
securitics, net of tax benefit - - - - {1.163) {1,163)
' 'Translatien adjustment . _ . N (246) (246)
Net loss i .- - - (33,741) - (33,741)
Balance, December 31, 2005 66.838 274413 {5.680) §5.666 {1.239) . 353,160
¥ Adjustment to deferred compensation
upon adoptions of SFAS 123R . (5.680) 5,680 - - . oo
Exercise of stock options and issuance of sharcs
under employee stock purchase plan 1,877 17,481 - - - 17,481
Issuarice of common stock upo'n vesting of
" restneted slock umts 56 - - - - -
Common stock withheld upon vesting of restricted
stoek units for payroll taxes (12} (144) - - - (144)
Stock-based compensation expense, nct _ 15,706 . N N 35,706
| _* Cash paid to settk options R (255) . N . (255
. Stock uption lax benefits f . 1.596 - - - 1.596
Retirement of VocalData Eserow Shares . 30} (497) - . ' _ (497
Net unrealized gain on available-for-sale h
securities, net of tax benefi - - - - - 8i9 819
+  Translation adjustment + . _ R . o 310
.|
+ Net income : - - - 86,056 - 86,056 .
Balance, December 31, 2006 68,729 § 322620 § - 8 171,722 % oy § 494,241

See notes to consolidated financial statements.
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TEKELEC
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1 — Business, Basis of Presentation and Summary of Significant Accounting Policies
Business

We are a developer of switching and signaling telecommunications products and services, network performance management
technology, business intelligence and value-added applications. Our products and services are widely deployed in traditional and
next-generation wireline and wireless networks worldwide. We are principally engaged in the design, development, production,
marketing, sales and support of our telecommunications products and services. Qur revenues are primarily derived from the sale of
telecommunications equipment and software, the related professional services, such as installation and training services, and the
related customer support, including customer extended warranty service contracts.

We are organized into three major operating segments: the Network Signaling Group (“NSG™), the Switching Solutions Group
(*S§8G”) and the Communications Software Solutions Group (“CSSG™). Qur customers include telecommunications carriers and
network service providers. -

Principles of Consolidation

The consolidated financial statements include the accounts and operating results.of Tekelec and our wholly owned subsidiaries.
As discussed in Note 3, as a result of our acquisition of the shares of Santera capital stock owned by Santera’s minority shareholders
on October 3, 2005, Santera became a wholly owned subsidiary of Tekelec on that date. From the original acquisition of our majority
interest in Santera on June 10, 2003 through October 3, 2005, the consolidated financial statements included the accounts and
operating results of Santera, less that portion of income or loss allocated to the minority interest. All significant intercompany
accounts and transactions have been eliminated.

Use of Estimates

Qur consolidated financial statements have been prepared in accordance with accounting principles generally accepted in the
United States. The preparation of these financial statements requires that we make estimates and judgments that affect the reported
amounts of assets, liabilities, revenues and expenses, and related disclosure of contingent assets and liabilities. On an on-going basis,
we evaluate our.estimates, including those related to revenue recognition, provision for doubtful accounts and sales returns, provision
for inventory obsolescence, fair value of investments, fair value of acquired intangible assets and goodwill, useful lives of intangible
assets and property and equipment, income taxes, restructuring obligations, product warranty obligations, employee stock options, and
contingencies and-litigation, among others. We generally base our estimates on historical experience and on various other
assumptions that we believe to be reasonable under the circumstances, the results of which form the basis for making judgments about
the carrying values of assets and liabilities that are not readily apparent from other sources. Actual results could differ significantly

- from the estimates made by us with respect to these and-other items.

Foreign Currency Translation

In accordance with Statement of Financial Accounting Standards No. 52, Foreign Currency Translation (“SFAS 52"), one of our
international operations uses the local currency as their functional currency while our remaining international operations use the
U.S. dollar as their functional currency. For our international operations in which we consider the functional currency to be the local
currency, the foreign currency is translated into our reporting currency, the U.S. dollar, using exchange rates in effect at period end for
assets and liabilities and average exchange rates during each reporting period for the results of operations. Adjustments resulting from
the translation of this foreign subsidiary financial statements are reported in accumulated other comprehensive income (loss). The
foreign currency translation adjustment is not adjusted for income taxes since it relates to our indefinite term investment in non-t.S.
subsidiaries. Gains or losses on foreign currency transactions are recognized in current operations.

Our international subsidiaries that have the U.S. dollar as their functional currency translate monetary assets and liabilities using
current rates of exchange at the balance sheet date and translate non-monetary assets and liabilities using historical rates of exchange.:
Gains and losses from remeasurement for such subsidiaries are included in other income, net and have historically not been
significant.

Fair Value of Financial Instruments

The fair values of our cash, cash equivalents, short-term investments, accounts receivable and accounts payable approximate their
respective carrying amounts. While we have determined that it is impractical to ascertain the fair value of our investments in
privately-held companiés, we believe that the fair value of these investments is equal to or exceeds the carrying value as of December
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31, 2006. Quoted market prices for our investments in privately-held companies are not available.
Based on the quoted market price of our convertible subordinated notes, the fair value of the convertible subordinated notes was
approximately $126.4 million as of December 31, 2006. The fair value of our derivative financial instruments, principally foreign
currency contracts utilized to offset foreign currency transaction gains and losses, was not significant as of December 31, 2006, as we
entered into these contracts during the last day of our fiscal year. .

Cash and Cash Equivalents

We consider all highly liquid investments with an original maturity of three months or less at the date of purchase to be cash
equivalents. Cash and cash equivalents are carried at cost, which approximates fair value, We hold cash and cash equivalents at
several major financial institutions, which often exceed FDIC insured limits. Historically, we have not experienced any losses due to
such concentration of credit risk.

Accounts Receivable "

v
.

We typically invoice our customers at shipment for the sales order (or contract) value of the related products delivered and for -
services when rendered. Accounts receivable are recorded at the invoiced amount, net of any amounts included in deferred revenue
that are not yet due based on the payment terms, and do not bear interest. We do not have any off-balance sheet credit exposure related
to our customers.

Investments

Marketable securities are classified as available-for-sale securities and are accounted for at their fair value, and unrealized gains-
and losses on these securities are reported as a separate component of shareholders’ equity, net of tax. When the fair value of an
investment declines below its original cost, we consider all available evidence to evaluate whether the decline is other-than-temporary.
Among other things, we consider the duration and extent of the decline and economic factors influencing the markets. To date, we
have had no such other-than-temporary declines below cost basis. We utilize specific identification in computing realized gains and
losses on the sale of investments. Investments in marketable securities with maturities beyond one year may be classified as short
term based on their highly liquid nature and because such marketable securities represent the investment of cash that is available for
current operations. ‘ -

We also invest in equity instruments of privately-held companies for business and strategic purposes. These investments are
classified as long-term assets and are accounted for under the cost method since we do not have the ability to exercise significant
influence over their operations. We monitor these investments for impairment and make appropriate reductions in carrying value if we
determine that an impairment charge is required based primarily on the financial condition and near-term prospects of these
companies. Theré have been no identified events or changes in circumstances noted that may have a significant adverse effect on the
fair value of our equity instruments of privately-held companies. There have been no impairments of investments in privately-held - -
companies in 2006, 2005 or 2004. Realized gains and losses on our investments are reported in other income and-expense.

Concentrations of Credit Risk y

Financial instruments that potentially subject us to a concentration of credit risk consist principally of short-term investments,
trade accounts receivable and financial instruments used in foreign currency hedging activities. - We primarily invest our excess cash
in money market instruments, government securities, corporate bonds and asset backed securities. We are exposed to credit risks
related to our short-term investments in the.event of default .or decrease in credit-worthiness of one of the issuers of the investments.
We perform ongoing credit evaluations of our customers and generally do not require collateral on accounts receivable, as the majority
of our customers are large, well-established companies. We maintain reserves for potential credit losses, but historically have not
experienced any significant losses related to any pamcular geographic area since our business is not concentrated within any pamcular
geographic region. -

During 2006, 2005, and 2004, sales to Cingular, including AT&T, accounted for 10%, 18% and 13%, respectively, of our revenue
and included sales from our Network Signaling Group and Communications Software Solutions Group. During 2005, sales to Alcatel
accounted for. 19% of cur revenues ‘and included sales from cur Switching Solutions Group. - No other customer accounted for more
than 10% of our revenue for any period presented. Because our customers are primarily in the telecommunications industry, our
accounts receivable are concentrated within one industry and therefore are exposed to concentrations of credit risk within that
industry. -

We rely on sole providers for certain components of our products and rely on a limited number of contract manufacturers and
suppliers to provide manufacturing services for our products. The inability of a contract manufacturer or supplier to fulfill our supply
requirements could materially impact future operating resuits. :
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We have entered into agreements relating to our foreign currency contracts with large; multinational financial institutions. The
amounts subject to credit risk arising from the possible inability of any such parties to meet the terms of their contracts are generally
limited to the amounts, if any, by which such party’s obligations exceed our obligations to that party.

Inventories
. ‘ i

Inventories are stated at the lower of cost or market. Cost is computed using standard cost, which approximates actual cost, on a
first-in, first-out basis. We provide inventory allowances primarily based on.excess and obsolete inventories determined primarily by
future demand forecasts: The allowance is measured as the difference between the cost of the inventory and market-value based upon
assumptions about future demand and charged-to the provision for inventory, which is a componert of cost of sales. At the point of
the loss recognition, a new, lower-cost basis for that inventory is established, and any subsequent improvements in facts and
circumstances do not result in the restoration or increase in that newly established cost basis.

Deferred Costs and Prepaid Commissions

For all customer sales arrangements in which we defer the recognition of revenue, we also defer the associated costs, such as the
cost of the hardware, installation costs, and other direct costs associated with the revenue. As a component of these costs we defer any
sales commission payments to our.direct sales force. The commission payments, which are paid 50% upon order and 50% upon
revenue recognition, are a direct and incremental cost of the revenue arrangements. The deferred commission amounts are
recoverable through the future revenue streams under our sales arrangements. We believe this is the preferable method of accounting
as the commission charges are so closely related to the revenue generated that they should be recorded as an asset and charged to
expense over the same period that the revenue is recognized. . Amortization of deferred commissions is included in sales and
marketing expenses in the accompanying consolidated statements of operations. Costs are only deferred up to the fair value of the
products or services being sold and are reviewed for impairment whenever events or changes in circumstances indicate that the
carrying amount may not be recoverable.

Property and Equipment
Property and equipment are stated at cost less accumulated depreciation and amortization. Depreciation and amortization are
calculated using the straight-line method over the shorter of the estimated useful lives of the respective assets or any applicable lease

_term. The useful lives of the assets are generally as follows:

Manufacturing and development equipment - 3 to 5 years

Furniture and office equipment 3 to 5 years
Demonstration equipment 3 years .
Leasehold improvements Shorter of the estimated useful life or lease term, generally 5 years .

Expenditures for maintenance and repairs are charged to expense as incurred. Cost and accumulated depreciation of assets sold or
retired are removed from the respective property accounts, and the gain or loss is reflected in the consolidated statements of
operatlons ‘

Software Developed for Internal Use

We capitalize costs of software, consulting services, hardware and other related costs incurred to purchase or develop internal-use
software. We expense costs incurred during prehmmary project assessment, research and development, re-engineering, training and
application maintenance.

Software Developmem Costs

Soﬁware development costs associated with new software products and enhancements to existing software products are expensed
as incurred until technological feasibility in the form of a working model has been established. To date, the time period between the
establishment of technological feasibility and completion of software development has been short, and no significant development
costs have been incurred during that period. Accordingly, the Company has not capitalized any software development costs to date.

Imang:ble Assets and Goodwill

We account for our business combmatlons in accordance with SFAS No. 141 "Business Combinations” ("SFAS 141") and the
related acquired intangible assets and goodwill in accordance with SFAS No. 142 "Goodwill and Other Intangible Assets" ("SFAS
142™). SFAS 141-specifies the accounting for business combinations and the criteria for recognizing and reportmg intangible assets
apart from goodwill. : i
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We record the assets acquired and liabilities assumed in business combinations at their respective fair values at the date of
acquisition, with'any excess purchase price recorded as goodwill. Valuation of intangible assets and in-process research and
development entails significant estimates and assumptions including, but not limited to, determining the timing and expected costs to -
complete development projects, estimating future cash flows from product sales, developing appropriate discount rates, estimating

. probability rates for the successful completion of "development projects, continuation of customer relatlonshlps and renewal of

" customer contracts, and approxrmaung the useful lrves of the mtangrble assets acquired.

-
i

'SFAS 142 requires that 1ntang1ble assels wrth an mdeﬁmte llfe should not be amomzed until their llfe is determined to be finite, "
and all other intangible assets must be amortized over their useful lives. We.are currently amortizing our acquired infangible assets -

_ with definité lives over periods ranging from one to ten years. SFAS 142 also requires that goodwill not be amortiZzed but instead be -~

tested for impairmént in accordance with:the provisions of SFAS 142 at least annually-and more frequently upon the occurrence of.
certain events {see "lmpairment of Long -Lived Assets" below). Please refer to Note 10 for a further discussion of our intangible assets,

' and goodwill.

. reporting unit level at least annually and more frequently upon the occurrence of certain events, as defined by SFAS 142, We.have .+

Impairment of Long-Lived Assets

We test goodwill for impairment.in accordance with SFAS 142, SFAS 142 requires that goodwill be tested for impairment at the -

determined that we have four reporting units, consisting of: (i} our NSG business unit; (ii).our CSSG business unit; (iii) a reporting
unit consisting of our Santera and VocalData product lines; and (iv) our Taqua reporting unit. Together, the reporting unit consisting

" of our Santera and VocalData product lines-and our Taqua reporting unit comprise our SSG business unit.” Goodwill is tested for

impairment annually on October st usmg aitwo:step process. First, we determine if the carrying amount of any of our reporting units
exceeds its fair value (determined using the discounted cash flows or market multiples based on revenues), which would indicate a
potential impairment of goodwill associated with that reporting unit. If we determine that a potential 1mpalrment of goodwrll €X18ts,
we then compare the implied fair value 6f the goodwill associated with the respectrve reporting unit, to its carrying amount to

- determine if there is an impairment loss.

In accordance with SFAS No. 144 "Accounting for the Impairment or Disposal of Long-Lived Assets” ("SFAS 144"), we evaluate
long-lived assets, including intangible assets other than goodwill, for impairment whenever events or changes in circumstances
indicate that the carrying value of an asset may not be recoverable. An impairment is considered to exist if the total estimated future .
cash flows on an undiscounted basis are less than the carrying amount of the assets. If an impairment exists, the impairment loss is
measured and recorded based on discounted estimated future cash flows. In estimating future cash flows, assets are grouped at the
lowest levels for which there are identifiable cash flows that are largely independent of cash flows from other asset groups. Our
estimate of future cash flows is based upon, among other things, certain assumptions about expected future operating performance,

- growth rates and other factors. The actual cash flows realized from these assets may vary significantly from our estimates due to

increased competition, changes in technology, fluctuations in demand, consolidation of our customers and reductions in average .
sellmg prices. Assumptrons underlyrng future cash ﬂow estimates are therefore subject to s1gnrf'1cant risks and uncertainties.

During the thlrd quarter of 2006, we recognrzed non-cash impairment charges totaling $100.6 mrlhon relatlng to the goodwrll and
purchased technology within the reporting unit consisting of our Santera and VocalData product lines. During the fourth quarter of .

, 2005, we recognized non-cash impairment charges totaling $49.9 million relating to the goodwill and purchased technology w1th1n our

Tagqua repomng unit. Please refer to Note 10 for a further discussion of these impairment charges. -
Commgent Liabilities

We have a number of unresolved regulatory, legal and tax matters, as discussed further in Note 9 and Note 13. We provide for.

" contingent liabilities in accordance with SFAS No. 5 "Accounting for Contingencies" ("SFAS 5"). In accordance with SFAS 5, a loss

contingency is charged to income when (i) it is probable that an asset has been impaired or a liability has been incurred’at the date of

" the financial statements and (ii) the amount of the loss can be reasonably estimated. Disclosure in the notes to the financial statements’

"is required for loss contingencies that do not meet both those conditions if there is a reasonable possibility that a loss may have been

.incurred. Gain contingencies are not recorded until realized. We expense all legal costs incurred to resolve regulatory, legal and tax

matters as incurred.. In cases where our insurance carrier has agreed to reimburse us for legal costs, including any accrued losses; we
record a receivable in-our consolidated financial statements for any -such amounts, which are included ih prepaid expenses and other.
current assets.
L X

Periodically, we review the status of each significant matter to assess the potential financial exposure. If a potential loss is ‘
considered probable and the amount can be reasonably estimated as defined by SFAS 5,-we reflect the estimated loss-in our results of -
operations. Significant judgment is required to determine the probability that a liability has been incurred-or an-asset impaired and.
whether such loss is reasonably estimable. Further, estimates of this nature are highly subjectlve and the final outcome of these -

‘matters could 3 Vary srgmficantly from the amounts that have been included in the accompanying consolidated ﬁnanc1al statements. As
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additional information becomes available, we reassess the potential liability related to our pending claims and litigation and may
‘revise estimates accordingly. Such revisions in the estimates of the potential liabilities could have a material impact on our results of
operations and financial position.
e .
Product Warranty Costs
Our sales arrangements with our customers typically provide for 12 to 15 months of warranty coverage (the “Standard Warranty”)
ending the sooner of one.year from installation or 14 to 15 months after shipment. Our customers can extend their warranty coverage
outside the term of the Standard Warranty through our Customer Extended Warranty Service (“CEWS”) offerings. As discussed
further below under revenue recognition, we account for our Standard Warranty and CEWS offerings as separate elements of an
arrangement, with the fair value of these elements recognized as revenue ratably over the service period. Accordingly, we expense all
" costs associated with these elements as incurred. :

_ For purposes of determining when the cost of our warranty offerings has been “incurred,” we follow the guidance of FTB-90-1
“Accounting for Separately Priced Extended Warranty and Product Maintenance Contracts” (“FTB 90-17). Under FIB 90-1, costs
must be recognized as “incurred” when a warranty event occurs, which may. precede the expenditures to satisfy the warranty claim.
While we generally expense all costs as the expenditure is made, we accrue the costs expected to be incurred with a spectfic product.
defect, which is generally a defect that is classified as a Class A defect. A Class A defect is a designation that obligates us to correct a
pervasive defect in one of our products. In the case of a Class A defect or specific known product defect that we have committed to

_remedy, we accrue the expected costs to be incurred at the time we determine that it is probable that we have an obligation to repair a
product defect and the expected expenditures are estimable. All warranty related expenses are reflected within cost of sales in the
accompanying consolidated statements of operations.

Prior to 2005, we historically had few Class A designated warranty events and accordingly have generally expensed the cost of
our warranty obligations as incurred. In 2005, we had three Class A designated events or other events that obligated us to satisfy
specific warranty obligations. Accordingly, we established a warranty reserve within accrued liabilities in the accompanying
consolidated balance sheet for these events of approximately $9.3 million as of December 31, 2005. In 2006, we incurred additional
provisions related to Class:A warranty events totaling approximately $4.1 million, consisting of i} revisions of estimates relating to
previous Class A events of approximately $1.1 million and ii) provisions for Class A warranty events that arose in 2006 of ,
approximately $3.0 million. Our warranty reserve is based on our estimates of the associated material costs, technical support labor
costs, and associated overhead.. Our warranty. obligation is affected by product failure rates, material usage and service delivery costs
incurred in correcting product failures. Should actual product failure rates, material usage or service delivery costs differ from our . -
estimates, revisions to the estimated warranty liability would be required. Further, if we continue to experience an increase in
warranty claims compared with our historical experience, or if the cost of servicing warranty claims is greater than the expectations on
which the accrual has been based, our gross margin could be adversely affected. :

Certain of our CEWS agreements include provisions indemnifying customers against liabilities in the event we fail to perform to
specific service level requirements. Arrangements that include these indemnification provisions typically provide for a limit on the
amount of damages that we may be obligated to pay our customers. In addition to these indemnification provisions, our agreements
typically include warranties that our products will substantially operate as described in the applicable product documentation and that
the services we perform will be provided in a manner consistent with industry standards. We do not belicve that these warranty or

_ indemnity obligations represent a separate element in the arrangement because fulfillment of these obligations is consistent with our
obligations under our standard warranty.. To date, we have not incurred any material costs associated with these warranties.

.- An analysis of changes in the liability for product warranty costs is as follows {in thousanlds):

[ For the Years Ended December 31,
2006 2005 2004
Balance at beginning of period s 9,269 8 -3 -
Current year provision : ‘4,059 9,269 457
Expenditures ' T (8,159) ‘- (457)
Balance at end of period ' ' $ 5169 % 9269 § J

.

Derivative Instruments and Hedging Activities
‘" We operate-internationally and thus are exposed to potential adverse changes in currency exchange rates. We use derivative
instruments (foreign exchange contracts) to reduce our exposure to foreign currency rate changes on receivables denominated in a
foreign currency. The objective of these contracts is to reduce or eliminate, and efficiently manage, the economic impact of currency
exchange rate movements on our operating results as effectively as possible. These contracts require us'to exchange currencies at rates
agreed upon at the contract’s inception. These contracts reduce the exposure to fluctuations in exchange rate movements because the
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gams and losses assocrated with foreign currency balances and transactions are generally offset wtth the gams and losses of the foretgn

\

exchange contracts. o e N ) ‘ . L
Derivative instruments are recognized as either assets or liabilities and are measured at fair value. The accounting for changes in
the fair value of a derivative instrument depends on the intendéd use of the derivative instrument and the resulting designation. We do
not designate our derivative instruments as accounting hedges as defined by SFAS No. 133, "Accounting for Derivative Instruments
and Hedging Activities" ("SFAS 133") and, accordingly, we adjust these- instruments to fair value through operations (t e., included in -
"other mcome") We do not hold or issue financial instruments for speculative or trad1ng purposes Please refer to Note 8 for a further
d1scussmn of our derivative instruments and hedgmg actlvmes Co w0 S : st

.o k.,.- .
o * . . ..

Because the majority of our revenue arrangements are in U §. dollars orare otherw1se hedged our exposure to forelgn currency
ﬂuctuat1ons is limited.

Re’ve’nue Recognftion
. Fa . i ] . . B .

Substantlally all of our revenues are derived from sales or llcensmg of our (i) telecommumcattons products, (ii) profess1onal
services including installation; training, and general support, and (iii) warranty-related support, comprised of telephone support, Tepair
“and return'of defective products, and product updates (commonly referred to as maintenance, post-contract customer’ support or PCS)
Our customers generally purchase a comblnanon of our products and services as part ofa multlple element arrangement :

As the software component of all of our product offermgs is generally deemed to be m'ore‘tha'n inCIdental 10 the products béing
provided, we recognize revenue in accordance with American Institute of Certified Public Accountants Statement of Position (“SOP")
No. 97-2, “Software Revenue'Recognition” as amended by SOP 98 9, “Soﬂware Revenue Recognttlon w1th Respect to Certam
Arrangements” (collectlvely, “SOP97-27). - - - . ‘ S :

When total cost estimates exceed revenues, we accrue for the estimated-losses immediatély using the estimated cost ofthe '
remammg equipment to be delivered and an average fully burdéned dally rate applicable to the consulting personnel delivering the ;
services.” As a result of applying these judgments, in 2006 and 2005, we recogmzed approxtmately $3 4 mllhon and $9 9 mtllton SO

respecnvely, in esnmated losses on ex1st1ng contracts wnh our customers. . ¢ " A
.. Do - .'.‘_.‘ N -4 [ . 1

: . R

The following is a summary of the key areas where we exercise Judgment and use est1mates in connectlon with the deterrmnatlon
of the amount of revenue to be recognlzed in each accountmg penod : :

Deterrmnmg Separate‘Elements and"'Allocatmg Value to Those-Elements

For arrangements that involve multlple elements the entire fee from the arrangement must be allocated to each of the elements
based on the individual element’s fair'value. Each arrangement réquires careful analysis'to ensure that all of thé individual elements
in the arrangement have been identified; along with the fair value of each- element Under SOP 97-2, the determination of fair value
must-be based on vendor specrﬁc objecnve evtdence of the fanr value (“VSOE”) Wthh is llmlted to the price of that element when
sold separately - ) : : . . -

Sales of our products always mclude a year of warranty coverage, whlch we have determined contains post-contract customer:
support (“PCS") clements as deﬁned by SOP 97-2.- Inasmuch as we do not sell our products'separately from this warranty coverage,

. and we rarely sell our products on a standalone basis, we are unable to establish VSOE for our products. - Accordingly, we utilize the’ i
residual method as prescribed by SOP 97-2 to allocate revenue to each of the elements in‘an arrangement. Under the residual method
we allocate the total fee in an arrangemerit first to the undelivered elements (i.e., typically proféssional services and warranty
offerings) based on the VSOE of those elements and the remammg, ‘or “res:dual i portron of‘ the fee-to the dellvered elements (1 e
typically the product or products) S R o :

We allocate revenue to each element in an. arrangement (e.g., professronal services and warranty coverage) based on'its respectwe
fair value, with the fair value determined by the pnce charged when the element is sold separately.  We determine the fair value of the.
warranty portion of an arrangement based on the price charged to the’ customer for extending their warranty coverage ‘We determlne
* the fair value of the professional services: portion of an arrangement based on the rates that we charge for these services- when sold B
1ndependently from our products. : -

If evidence of fair value cannot be established for the undelivered elements of an arrangement we defer revenue'unti'l the earlier
. of (i) delivery or (ii) fair value of the. undehvered element exists, unless the undelivered element is @ service, in Wl‘llCh case revenue is
recogmzed as the service is perfonned once the service is the only undellvered element, -

"In addmon to evaluatmg the farr value of each element of an arrangement we-consider whether the elements can be separated for -
revenue recogmtlon purposes under SOP97-2. In maklng thls determmatton we consider the nature of serv1ces (e, cons1deratlon of
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whether the services are essential to the functionality of the product) degree of risk, availability of services from other vendors, timing
of payments and 1mpact of milestones or acceptance criteria on the collectibility of the product fee.

. Product Revenue

For substanttally all of our arrangemems we defer revenue for the fair value of the warranty offenng and professional services to
be provided to the customer, and recognize revenue for all products inan arrangement when persuasive evidence of an arrangement
exists and delivery ‘of the last product has occurred, provided the fee is fixed or determinable and collection is deemed probable. We
generally evaluate each of these crttena as follows

. Persuasive evidence of an arrangement exists We consider-a non-cancelable agreement (such as an irrevocable
customer purchase order, contract, etc.) to be evidence of an arrangement

. Deltveg has occurred Delwery is considered to occur when title to our products has passed to the customer, which
typically occurs at physrcal dehvery of the products to a common carrier. For arrangements with systems integrators and
OEM customers, we recognize revenue when title to the last product in a multiple- -element arrangement has passed. For
arrangements with resellers, we generally recognize revenue upon evidence of sell-through to the end customer.

. The fee is ﬁxed ard determinable, We assess whether- fees are fixed and determmable at the time of sale. Qur standard
payment terms may vary based on the country in which the arrangement is executed and the credit standing of the
individual customer; among other factors. We generally consider payments that are due within six months of shipment
or acceptance to be fixed or detenntnable based upon ‘our successful collection history.on such arrangements. We

* gvaluate payment terms in excess of six months but less than one year on a. caSe by case basis as to whether the fee is
fixed or determinable. In addition, we only consider the fee to be fixed or determinable if the fee is not subject to refund
or adjustment AF the arrangement fee is not fixed or determmab]e we recognize the revenue as amounts become due and
payable : :

L Collectlon is probable We conduct a credit review for all srgmﬁcant transactions at the time of the arrangement to
" deteffnine the credlt-worthmess of the customer. Collection is deemed probable if we expect that the customer will be
.- able to'pay amounts under the arrangement as payments become due.- If we'determine collection is not probable, we
. defer. the revenue and recognize the revenue upon cash collection.

Whlle many of our arrangements do not mclude ¢ustomer acceptance provisions, certam arrangements do include acceptance
provrslons ‘which are based on our pubhshed spec1f'1catlons Revenue is recognized upon shipment, assuming all other revenue
recognition criteria are met, provided that we have previously demonstrated that the product meets the specified criteria and we have
an established history with similar transactions. If an arrangement includes acceptance provisions that are short term in nature, we
prov1de for.a'sales return allowance in accordance with SFAS No. 48 “Revenue Recognition when Right of Return Exists.” In the
event we cannot reasonably estimate the incidence of returns, we defer revenue until the earlier that such estimate cari reasonably be
made or, recelpt of written customer acceptance or expiration of the acceptance period. If the acceptance provisions are long term in
nature or the acceptance is based upon customer specified criteria for which we cannot reliably demonstrate that the delivered product
meets all the specified criteria, revenue is deferred untll the earlier of the receipt of written customer acceptance or the expiration of
the acceptance pertod

Our arrangements may include penalty provrsrons If an arrangement includes penalty provisions (e.g., for late delivery or
mstallanon of the product) we defer the portion of the arrangement subject to forfeiture under the penalty provision of the
arrangement until the earlier of (i) a determination that the penalty was not incurred, (u) the customer waives its rights to the penalty,
or (iii) the customer’s nght to assess the penalty lapses.

Wananngaintenance Revenue

Our arrangements typically provnde for one year of warranty coverage (the “Standard Warranty”) ending the sooner of one year
after installation or 14 to 15 months after shipment. We typically provide our Standard Warranty coverage at no additional charge to -
our customer: We allocate a portion of the arrangement fee to the Standard Warranty based on the VSOE of its fair value. The related
revenue is deferred and recognized ratably. over the term of the Standard Warranty based on the number of days of warranty coverage
during each period: Our customers can extend their warranty coverage outside the term of the Standard Warranty through our
Customer Extended Warranty Service (“CEWS”) offerings. Renewal rates for CEWS are typically ‘established based upon a specified
percentage of net product fees as set forth in the arrangement.

Professmnal Services Revenue

_ Professional services revenue primarily consists of implementation services related to the installation of our products and training
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revenues, Our products are ready to use by the customer upon receipt and; accordingly, our implementation services do not involve ¢
significant customization to or development of the product or any underlying software code embedded in the product. Substantially -
all of our professional service arrangements are related to installation and training services and are billed on a fixed-fee basis. We
typically recognize the revenue related to our fixed-fee service arrangements upon completion of the services, as these services are-
‘relatively short-term in nature (i.e., typically a matter of days or, in limited cases, several weeks). For arrangements that are billed on
a time and materials basis, we recognize revenue as the services are performed. If there exists a significant uncertainty about the :
prO_]eCl comp]ctlon or receipt of payment for the professional services; revenue 1s'deferred untll thc uncertamty is sufﬁmcntly resolved.

P L Lo

Cost of Sales

Cost of sales consists primarily of materials, 1abor and overhead costs incurred internally and paid to-contract manufacturers to
produce our products, personnel and other implementation costs incurred to install our products and train customer personnel and

- .customer service and third party original equipment manufacturer costs to provide contmumg support to our customers. Also mcluded ‘

in cost of sales is the amortization of purchased technology mtanglble assets., - ‘ ‘ E

Shipping and Handling Com K .
Shipping and handling costs are included as a component of costs of sales in the accompanying consolidated statements of
operations because we include in revenues the related costs that we bill our customers.

- Advertising

We expense the costs of producing advertisements at the time production occurs and expense the cost of communicating the
-advertising in the period in which the advertising is used: Advertising costs are included in selling, general and administrative
expenses and amounted to approximately $1.8 miilion, $1.9 million, and $1.3 million for 2006, 2005, and 2004 respectively.

Provision ﬁnr Doubtful Accounts

We initially record our provision for doubtful accounts based on our historical experience and then adjust this provision at the end
of each reporting period based on a detailed assessment of our accounts receivabie and allowance for doubtful accounts.

Lease Obligations

" We rccogmzc lease obllganons with fixed escalations of rental payments on a straight-line basis in accordance with Financial
Accounting Standards Board Technical Bulletin 85-3 "Accounting for Operating Leases with Scheduled Rent Increases” ("FTB §5-
3"). Accordingly, the total amount of base rentals over the term of the Company's leases is charged to expense on a straight-line
method, with the amount of rental expense in excess of iease payments recorded as a deferred rent liability.

“ o _
Income Taxes : RN
We use the asset and hablhty method of accounting for indome taxes provided under SFAS No. 109, “Accountmg for Income
Taxes.” Under this method, deferred tax assets and liabilities are recognized for the estimated future tax consequences attributable to
differences between the consolidated financial statement carrying amounts of existing assets and liabilities and their respective tax
bases. Deferred tax assets are recognized for deductible temporary differences; along with net operating loss carryforwards and credit
carryforwards, if it is more likely than not that the tax benefits will be realized. To the extent a deferred tax asset cannot be recognized
~under the preceding criteria, allowances are established. Deferred tax assets and liabilities are measured using enacted fax rates in
effect for the year in which those temporary differences are expected to be recovered or settled.

Presentation of Taxes Collected from Customers and Remitted to Governmental Authorities

We present taxes (e.g., sales tax) collected from customers and remitted to governmental authorities on a net basis {i.e., excluded
from revenues).

Stoch-Based Compensation

On January 1, 2006 we adopted Statement of Financial Accounting Standards No 123 (revised 2004), “Share-Based Payment,”
(“SFAS 123R”) and Staff Accounting Bulletin No. 107, “Share-Based Payment,” which require recognition of compensation expense
for all share-based payments made to employees based on estimated fair values. SFAS 123R requires that companies estimate the fair
value of share-based payment awards on the date of the grant using an option-pricing model. The cost is to be recognized over the
period during which an employee is required to provide service in exchange for the award. The valuation provisions of SFAS 123R
apply to new grants and grants modified after the adoption date that were outstanding as of the effective date. Compensation expense
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for grants outstanding as of the adoption date is recognized over the remaining service period based on the grant date fair value
estimated in accordance with the pro forma provisions of Statement of Financial Accounting Standards No. 123 “*Accounting for
Stock-Based Compensation” (“SFAS 1237). SFAS 123R also requires the benefit of tax deductions in excess of recognized '
compensation expense to-be reported as a financing cash flow, rather than as an operating cash flow as prescribed under previous
accounting rules. This requirement reduces net operating cash flows and increases net financing cash flows in periods subsequent to
adoption. Total cash flows remain unchanged from those reported under previous accounting rules. -

SFAS 123R supersedes our previous accounting under SFAS 123 and Accounting Principles Board Opinion No. 25 "Accounting
for Stock Issued to Employees” (“APB 25”), under which we used the intrinsic value method to account for cur-employee stock
options and employee stock purchase plan. Under the intrinsic value method, no stock-based compensation expense had generally
been recognized related to employee stock option grants, because the exercise price of the stock options granted to employees and
directors equaled the fair market value of the underlying stock at the date of grant.

We adopted SFAS 123R using the modified prospective transition method. In accordance with the modified prospective method,
our Consolidated Financial Statements for periods prior to January |, 2006 have not been restated to reflect, and do not include, the
impact of SFAS 123R. For awards that have graded-vesting features and service conditions only, we elected the straight line single-
option method of attributing the value of stock-based compensation expense to reporting periods. The adoption of SFAS 123R
primarily resulted in a change in the Company’s method of measuring and recognizing stock-based compensation expense, and had a
material impact on our consolidated financial position. Stock-based compensation expense related to continuing operations
recognized under SFAS 123R for the year ended December 31, 2006 was approximately $34.7 million. For the years ended December
31, 2005 and 2004, stock-based compensation expense recognized under the intrinsic value method in accordance with APB 25 was
$3.4 million and $2.1 million, respectively. See Note 14 to the Consolidated Financial Statements for additional information regarding
the stock-based compensation expense. .

~ On November 10, 2005, the Financial Accounting Standards Board (FASB) issued FASB Staff Position No. FAS 123(R)-3
“Transition Election Related to Accounting for Tax Effects of Share-Based Payment Awards.” We have elected to adopt the
alternative transition method provided in the FASB Staff Position for calculating the tax effects of stock-based compensation pursuant
to SEAS 123R. The alternative transition method includes simplified methods to establish the beginning balance of the additional
paid-in capital pool (“APIC pool”) related to the tax effects of employee stock-based compensation, and to determine the subsequent
impact on the APIC pool and Consolidated Statements of Cash Flows of the tax effects of employee stock-based compensation awards
that are outstanding upon adoption of SFAS 123R.

Earnings Per Share

We determine earnings per share in accordance with SFAS No. 128, “Earnings per Share.” Basic earnings per share is computed
by dividing net income by the weighted average number of shares of common stock outstanding for the applicable period. Diluted
earnings per share is determined in the same manner as basic earrings per share except that the number of shares is increased to
assume exercise of potentially dilutive stock options, unvested restricted stock and contingently issuable shares using the treasury
stock method, unless the effect of such increase would be anti-dilutive. Under the treasury stock method, the amount the employee
" must pay for exercising stock options, the amount of compensation cost for future service that the Company has not yet recognized,
and the amount of tax benefits that would be recorded in additional paid-in capital when the award becomes deductible are assumed to
be used to repurchase shares. For the years ended December 31, 2006 and 2005, the diluted earnings per share amounts equal the basic
earnings per share amounts because we had losses from continuing operations in both 2006 and 2005 and as such, the impact of the
assumed exercise of stock options, unvested festricted stock and contingently issuable shares would have been anti-dilutive.

Restructuring and Related Expenses

We account for restructuring and related expenses in accordance with SFAS No. 146 “Accounting for.Costs Associated with Exit
or Disposal Activities” (“SFAS 146”). SFAS 146 requires that a liability for a cost associated with an exit or disposal activity be
recognized when the liability is incurred, as opposed to when management commits to an exit plan. SFAS 146 also requires that (i)
liabilities associated with exit and disposal activities be measured at fair value; (ii} one-time termination benefits be expensed at the
date the entity notifies the employee, unless the employee must provide future service, in which case the benefits are expensed ratably
over the future service period; (iii) liabilities related to an operating lease/contract be recorded at fair value and measured when the
contract does not have any future economic benefit to the entity (i.e., the entity ceases to utilize the rights conveyed by the contract),
and (iv) all other costs related to an exit or disposal activity be expensed as incurred.  We account for severance costs in accordance
with SFAS No. 112, “Employers’ Accounting for Postemployment Benefits.” The severance benefits provided as part of
restructurings are part of an ongoing benefit arrangement, and accordingly, we have accrued a liability for expected severance costs.
Restructuring liabilities are included in accrued expenses and the related costs are reflected as operating expenses in the accompanying
financial statements.
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Research and Development Costs © + Ct : . Ll
Research and development costs, which-include costs in connection with new product development, improvement of existing "
products, process improvement, and product use technologies, are charged to operations-in the period in which:they are incurred. In

, connection with a business combination, the purchase price allocated'to research and devélopment projects that have not yet reached
‘technological feasibility and for which no alternative future use exists is charged to operations in the period of acquisition.

v + } . N - . . . ’ - P ) g-_r- = T
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Segment Information . ' ‘ : - ; E

We disclose mformatlon concerning our.operating segments in accordance with SFAS No..131 “Dlsclosures about Segmcnts of
an Enterprise and Related Information” (“SFAS 1317). SFAS 131 requires segmentation based on our internal organization and.. .
reporting of revenue and operating income based upon internal accounting methods commonly referred to as the “management i
approach.” Our.financial reporting systems present various data for management to run the business, including internal profit and loss ;
statements prepared on a basis not consistent with U.S. GAAP. The segments are designed to.allocate resources internally.and “x
provide a framework to determine management responsibility. Operating segments are defined as components of an enterprise about -
which separate financial information is available that'is evaluated regularly by the chief operating decision maker, or decision making *
group, in deciding how to allocate resources and in assessing.performance. Our chief operating decision maker is our Chief Executive -
Officer. We currently have three reportable segments: Network Signaling Group; Switching Solutions Group and Communications
Software Solutions Group. During 2004, certain network signaling products, including our Sentinel product Imc were combmcd with
Steleus products and resources to become our Communlcatlons Software Solutions Group. e :

Recent Accounting Pronouncements . o

Accounting Changes

- In May 2005; the FASB issued Statement of Financial Accounting Standards No. 154 “Accounting Changes and Error . .- °
Corrections” (“SFAS 154”) which replaces Accounting Principles Board Opinion No. 20 “Accounting Changes” (“APB 20”) and .+
Statement of Financial Accounting Standards No. 3 “Reporting Accounting Changes in Interim Financial Statemnents.” SFAS 154 . :»
applies to all voluntary changes in accounting principle, and changes the requirements for accounting for and reporting of a change in
accounting principle. SFAS 154 requires retrospective application to the financial statements of prior periods of a voluntary change in -
accounting principle unless it is impracticable. APB 20 previously required that most voluntary changes in accounting principle be
recognized with a cumulative effect adjustment in net income of the period of the change. SFAS 154 is effective for accounting
changes made in annual periods beginning after December 15, 2005. The adoption of SFAS 154 did not have a materlal impact on our *
consolidated- ﬁnanual posmon rcsults of operations or cash flows. o -

‘r

Accounting for Unccrtam Tax Positions

In Juty 2006, the FASB issued FASB Interpretation No. 48, "Accounting for Uncertainty in Income Taxes—an interpretation of '
FASB Statement No. 109” (“FIN 48"}, which clarifies the accounting for uncertainty in income taxes recognized in-an enterprisé’s '
financial statements. This Interpretation prescribes a recognition threshold and measurement attribute-for the financial statement -
recognition-and measurement of a tax position taken or expected to be taken in a tax return. Specifically, FIN 48 requires the
- recognition in financial statements of the impact of a tax position, if that position is more likely than not of being sustained on audit; .
-based on the technical merits of the position. Additiénally, FIN 48 provides guidance on the derecognition of previously recognized

deferred tax items, classification, accounting for interest and penalties, and accounting in interim periods related to uncertain tax
positions, as well as, requires expanded disclosures. FIN 48 is effective for fiscal years beginning after December 15, 2006, with the
cumulative effect of the change in accounting principle recorded as an adjustment to opening retained carnmgs We are currently
evaluatmg the 1mpact on our financial statements of adoptmg FIN 48. - : :

1

Fair Value Measurement

4
1 N P to

- In September 2006, the FASB issued Staternent of Financial Accounting Standards No. 157 “Fair Value Measurements” (“SFAS -
1577), which defines fair-value, establishes a framework for measuring fair value in generally accepted accounting principles
(“GAAP™), and expands disclosures about fair value measurements. This Statement applies under other accounting pronouncements

 that require or permit fair value measurements, the FASB having previously concluded in those accounting pronouncements that fair
value s the relevant measurement aftribute. SFAS 157 is effective for financial statements issued for fiscal years beginning after
November 15,2007, and interim periods within those fiscal years. We are currently evaluating the impact on our ﬁnanCIaI statements"

of adoptmg SFAS 157. ‘

"
o
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Materiality

* In September 2006, the SEC issued StafT Accounting Bulletin No. 108 (*SAB 108”). SAB 108 provides guidance on the
consideration:of prior year misstatements in quantifying current year misstatements for the purpose of a materiality assessment. The ~
- staff of the Securities and Exchange Commission (the “Staff"") believes registrants must quantify the impact of correcting all -

misstatements; including both carryover and-reversing effects of prior year misstatements, on a company’s current year consolidated.
financial statements.- The Staff prescribes two approaches to assessing the materiality of misstatements: the “rollover” approach, which
_quantifies misstatements based on the amount of error originating in the current year income statement and the “iron curtain '
approach,” which quantifies misstatements based on the effects of correcting the cumulative effect existing in the balance sheet at the
“end of the current year. If, under either approach, misstatements are deemed material, a company is required to adjust its.financial
statements, including correcting prior year financial statements, even if such correction was, and continues to be, immaterial to the
. prior year-financial statements. Correcting prior.year financial statements for immaterial errors would not require a company to-amend
previously filed reports, and such corrections may be made the next time the company files its prior year statements. We do not’ '
* currenily ariticipate any adjustments resulting from the application of SAB 108, which is effective for the first fiscal year ending after
November-15, 2006. - :
1 M "

Note 2 — Disposition of IEX

On April 27,2006, we entered into a Stock Purchase Agreement pursuant to which we agreed to sell to NICE-Systems Ltd. {or its
subsidiary); all of the outstanding shares of capital stock of IEX Corporation (the “IEX Shares™), our theh whoily owned subsidiary
(*IEX"). The sale price for the IEX Shares was approximately $200.0-million in cash, and was subject to a post-closing adjustment
based on the working capital of IEX as of the closing date. The closing of:the sale of the IEX Shares occurred on July.6, 2006,
resulting intotal proceeds of approximately $201.5 million and a pre-tax gain of approximately $200.1 million ($177.5 million after.
tax) in the year ended December 31, 2006. o

. 1EX is classified as discontinued operations in our consolidated financial statements and.its results of operations, financial
position and cash flows are separately reported for all periods presented. Prior to our decision.to sell IEX, the results of [EX’s
operations were reported as the IEX Contact Center Group operating segment. Summarized financial information for IEX is as

* follows (dollars in thousands): '
Years enced

. - December 31.
2006 © 2008 C 2004
"Révenues ' $ 36113 $ 50404 $ 41946
In_cb}he from discontinued operations before '
provision of income taxes ' . $ 18,442  § 17,746  $ 12,891
Provision for income taxes . 6,691 6,619 4 808
Income from discontinued operations, net of ' '

"income taxes . 1,751 11,127 8,083,
Gain on sale of discontinued operations, net of taxes ' 177,458 - -
Income from discontinued operations, net of taxes $ 189,209 3 11,127 § 8,083

December 31, 2005
.+ Accounts receivable, net b 6,994 K

Inventories 835
Deferred income taxes 359
Prepaid expenses and other current assets - 441
Property and equipment, net 320
Goodwill * o 9,698

Assets of discontinued operations R 18,647
Trade accounts payable $ 880
Accrued expenses 2,689
Accrued payrell and retated expenses 1,235
Deferred revenues . . 18,475

Liabilities of discontinued operations : 3 23,279

N
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As more fully described in Note 13, in Aprit 2006, IEX settled litigation with Blue Pumpkin Software, Inc. (“Blue Pumpkin™).
Pursuant to the settlement agreement, each party granted to the other a release and cross-license of the patents asserted in the lawsuits.
Blue Pumpkin made a balancing license payment to IEX in the amount of $8.25 million on April 7, 2006, and Blue Pumpkin is
obligated to make six additional annual payments of $500,000 each to Tekelec beginning April 1, 2007 and ending April 1, 2012:
Included in IEX’s operations for the year ended December 31, 2006 is revenue and income of $8.25 million from this senlement The
remaining six annual installments of $500,000 each have been assigned by IEX to Tekelec and will be recorded as income in future
periods when reallzed .

Note 3 — Acquisitions

During 2006, 2005 and 2004, we completed several acquisitions in order to expand our product lines and offer our customers an -
expanded next-generation switching portfolio of products and expanded product offering of intelligent network services. With each
acquisition, we determined the fair value of the assets acquired. Fair value is defined as the amount for. which an asset or liability
could be exchanged in a current transaction between knowledgeable, unrelated willing parties when neither party is acting under -
compulsion. The fair value was determined for each entlty at the time of the business combination, excluswe of any buyer SpeClﬁC
post-combination synerz,les

Using generally accepted valuation practice principles, we valued the assets of each entity by applying three valuation
methodologies, which themselves are inter-related: the Cost Approach; the Market Approach; and the Income Approach. These ;
approaches are based upon market exchanges for comparable business interests or assets, the capitalization of income, and the cost to
reproduce assets. Each asset was valued by applying these approaches as deemed most appropriate given the nature of each asset and
the specific facts and circumstances as represented by management. The methodologies were applied under the premise of value to a
prudent investor contemplating retention and use of the asseis on an ongoing basis,

As the basis of identifying the in-process research and development (“1PRD™), the development projects of each acquired entity
were evaluated in the context of Interpretation 4 of FASB Statement No. 2. In accordance with these provisions, the development
projects were examined to determine if there were any alternative future uses. Such evaluation consisted-of a review of the efforts,
including the overall objectives of the project, progress toward the objectives, and the uniqueness of the developments of these
objectives. Further, each [PRD project was reviewed to determine if technological feasibility had been achieved.

Acquisition of Certain Signaling Techhalogy'

In December 2006, we entered into a worldwide license to certain technologies and intellectual property rights owned by a third-
party provider. We believe this technology will form the core software platform for our service mediation product family. We believe |
this technology provides key capabilities, which will provide our customers with a smooth evolution from SS7 to SIP-based signaling
and next-generation high performance network applications once we complete development of the product offerings based on this
technology. The license fee for this technology was $2.1 million. Because the technology obtained in this license had no alternative
use, we have reflected a charge of $2.1 million in purchased in-process product development expense during 2006. We expect to
complete the development of this technology and resulting service mediation product family during the second half of 2007 and
estimate that we will incur an additional $2.0 million in development expense associated with completing the development of this
product family.

Santera Systems Inc.

In June 2003, we acquired a 51.6% controlling voting ownership interest (57.5% on an as converted basis) in Santera Systems
Inc. (“Santera™) in exchange for a cash contribution of $28.0 million and the contribution of the business operations and certain assets
and liabilities of our Packet Telephony Business Unit. Santera develops, markets and sells products and services for carrier-class,
next-generation switches. Under the terms of the initial purchase agreement, in 2004, we made additional cash investments of
$12.0 million in Santera, comprised of $6.0 million in March 2004 and $6.0 million in May 2004, in exchange for 12,000 additional
shares of Santera Series B Preferred Stock. As a result of this cash investment, our ownership percentage increased to 55.7% (62.5%
on an as converted basis). In accordance with generally accepted accounting principles, prior to our acquisition of the remaining
minority interest in Santera in October 2005 discussed below, the capital structure of Santera has been eliminated in consolidation and
the minority stockholders’ interest in Santera is reflected in our consolidated balance sheet as minority interest, which was originally
reflected at the fair value of the Santera assets acquired on the date of acquisition. In addition to the $12 million additional invesiment
noted above, we have funded substanually all of Santera’s operating losses and working capital requirements since the June 2003
acquisition.

As discusseci below, we acquired the remaining shares of Santera held by the minority shareholders in October 2005. Prior to that
date, the net income and losses of Santera were allocated between Tekelec and the minority stockholders based on their relative
interests in the equity of Santera and the related liquidation preferences. This approach required net losses to be allocated first to the
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Series A Preferred Stock until fully absorbed and then to the Series B Preferred Stock. Subsequent net income was allocated first to:
the Series B Preferred Stock to the extent of previously recognized net losses allocated to Series B Preferred Stock. Additional net
income was then allocated to the Series A Preferred Stock to the extent of previously recognized losses allocated to Series A Preferred’
Stock and then to-common stock in proportion to their relative ownership interests in the equity of Santera. The loss allocated to -«
minority interest of Santera for the years ended December 31, 2005 and 2004 was computed as follows (dollars in thousands):

s

2005(1) 2004
Santera net losses $ 16,529 g 35,105
Percentage of losses attributable to the minority interest based on
caﬁital structure and liquidation preferences 62 % 62 %
Minority interest losses $ 10,248 $ 21,765

(1) The losses of Santera for 2005 only include losses that were incurred prior to October 3, 2005, the date of our
acquisition of the shares of Santera held by the minority shareholders, as discussed below.
On Qctober 3, 2005, we completed the purchase of all of the shares of éapital stock owned by Santera’s minority stockhelders for
an aggregate total purchase price of $75.8 million, including approximately $0.2 million of acquisition related costs (the “Purchase .
Price”). The transaction has been accounted for as a step acquisition of minority interest. '

The following represents the allocation of the Purchase Price paid for the minority interest in Santera based on the estimated fair

“values of the acquired assets and assumed liabilities of Santera. The consolidated financial statements reflect a total Purchase Price of
$75.8 million, consisting of the following: (i) the payment of the cash consideration of approximately $75.6 million, and (i) . .
transaction costs of approximately $0.2 million consisting primarily of professional fees incurred relating to attorneys, accountants and
-valuation advisors. Under the purchase method of accounting for a step acquisition of remaining minority interest, the Purchase Price
is first applied to eliminate the minority interest in Santera of approximately $7.4 million from our condensed consolidated balance
sheet, with the remaining Purchase Price of approximately $68.4 million allocated on a pro rata basis to the identifiable assets'and
liabilities of Santera taking into account their respective fair values at the date of the acquisition and the interest-percentage being
acquired. After giving effect to the elimination of the minority interest, the remaining Purchase Price allocation is as follows (in
thousands):

Tangible assets:
Deferred tax asset, net $ 42,576
Total tangible assets 42,576

Intangible assets:

Acquired technology 2,840
* In-process research and development 2,363
Customer relationships 1,128
Contracted backlog . 1,613
Goodwill o T 19,803
Total intangible assets T 27,747

Liabilities assumed:

Deferred tax liability 1,953
Total liabilities assumed 1,953
Net assets acquired 5 68,370

The acquisition of the remaining interest in Santera on October 3, 2005 resulted in the recognition of deferred tax assets of
approximately $42.6 million primarily related to acquired temporary differences and net operating loss carryforwards and deferred tax
liabilities of approximately $2.0 million related to acquired intangible assets. As a result of the acquisition, the ownership threshold
provided under income tax regulations for inclusion of Santera in our consolidated federal income tax return has been met. We have
removed the valuation allowance on Santera’s net deferred tax assets because we believe it is more likely than not that these assets
will be realized in our future consolidated federal income tax returns.

The valuation of intangible assets in the above table was determined using the “income” valuation approach and discount rates -
ranging from 24% to 39%. The excess of the purchase price over the fair value of the identifiable tangible and intangible net assets
acquired of $19.8 million was assigned to goodwill. Goodwill represents the excess of the purchase price over the fair value of the
tangible and intangible assets acquired. In accordance with SFAS No. 142, goodwill will not be amortized but will be tested for
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" impairment at least annually. This amount is not deductible for tax purposes.

. Based on the purchase price allocation, $2.4 million of the purchase price represented acquired IPR&D that had not yet reached
technological feasibility and had no alternative future use. The IPR&D amount was recorded as an expense in the fourth quarter of
2005. At the time of this acquisition, Santera had three significant IPR&D projects related to Versions 5.0, 6.0 and 7.0 of its base
product, the T9000 (formerly SanteraOne). We estimated that the IPR&D relating to Versions 5.0, 6.0 and 7.0 was 70%, 60% and
50% complete, respectively, and that we expected to incur up to an additional $5.8 million, $27.7 mllllon and $4.1 million in the

iemainder of 2005 and in 2006 and 2007, respectively, to complete these development projects.

The identifiable assets created as a result of the acquisition will be amortized over their respective estimated useful lives as follows -

" (in thousands)

Estimated
Asset - Life
Amount -« in Years
Acquired techriology 3 2,840 10
" Customer reiationships : ‘ 1128 6
Contracted backlog ' i 1,613 L5

3 3,581

During the third quarter of 2006, we recognized non-cash impairment ciiarges relating to the goodwill and purchased techiioiogy '..
we recorded as part of our acquisition of Santera. Please refer to Note 10 for a discussion of these impairment charges. '

The following table presents unaudited summarized combined results of our operations and Santera’s, on a pro forma basis, as
though we had acquired the remaining minority interest as of January 1, 2004. As noted above, the minority stockhotders of Santera .
owned 37.5% but absorbed 62% of the losses. The operating results of Santera have been fully inciuded in our consolidated financia!
statements from the date of our acquisition of all of the shares of capital stock from Santera’s minority stockholders. The following

"unaudited proforma amounts are in thousands, except per share amounts (in thousands):

December 31,
2005 2004
Total revenues 5 486,505 % 326,909
Net income (loss) $ (31653 % 5,566
Diluted net income (loss) per share $ 048) § J0.08

The above unaudited pro forma summarized results of operations are intended for informational purposes only and, in the opimon
of management are not indicative of our future results of operations.

J]ptelorg GmbH '

On July 13, 2005, we completed the acquisition of iptelorg GmbH (“iptelorg”), a developer of Session Initiation Protocol (SIP)
routing software. We purchased all of iptelorg’s outstanding stock for approximately $7.1 million in cash, approximately $0.2 million
of transaction costs and approximately $4.1 million in shares of restricted common stock, all or a portion of which are subject to
repurchase for a nominal amount if certain of the former iptelorg shareholders terminate their employment with us within four years
from the acquisition date. '
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We have allocated $4.1 million of the purchase price to deferred compensation associated with the restricted stock, which is being
amortized to expense over the four-year vesting period during which the restricted stock is subject to repurchase. We allocated the ;»
remaining purchase price of approximately $7.3 million to the tangible net assets and liabilities and intangible assets acquired, based
on their estimated fair values as follows (in thousands):

Tangible assets: .

Cash and cash equivalents 3 183
Accounts receivable and other current assets ) i 486
["roperty and equipment 101

Total tangible assets . 770
Intangible assets:

Acquired technology 4,190
Customer relationships 60
Nou-compete agreements 240
[n-procéss research and development 1,210
Goodwill 3,3617
Total intangible assets 9,061
Liabilities assumed: ~

Accounts payable and accrued liabilities 747
Deferred tax liability : a 1,796
Total liabilities assurned ’ ‘ ' 2,543 o
Net assets ac(inired $ 7,288 .

N

~ The customer relationship intangible assets are being amortized over a period of one year based on the estimated customer
attrition rates. The non-compete agreements and acquired technology intangible assets are being amortized over their estimated lives .
of three and ten years, respectively, using the straight-line method. In performing the purchase price allocation, we considered, among
other factors, our intention for future use of the acquired assets, analyses of historical financial performance and estimates of the future
performance of the acquired business. '

We P,_Stimat_ed the fair value of IPR&D to be approximately $1.2 million, which we have reflected in “acquired in-procesﬁs ,1:¢se'a'rch
and development” expense in the consolidated statement of operations. This represents certain technologies under development, .

primarily related to iptelorg’s SIP routing software and IP Multimedia Subsystem (“IMS”). We estimated that the technologies under

development were approximately 30% to 80% complete at the date of acquisition and we expected to incur up to an additional
$755,000 to complete this development. This development was completed in 2006.

We detérmined the fair values of each of the idemiﬁablé intangible assets and the in-process research and development usin"g the'
“income” valuation approach and discount rates ranging from 30% to 35%. The discount rates selected were based in part'on our
weighted average cost of capital and determined afier consideration of our rate of return on debt capital and equity, the weight‘ed'
average return on invested capital and the risk associated with achieving forecasted cash flows. Further, we also considered risks.
associated with achieving anticipated levels of market acceptance and penetration, successful completion of various research and
development efforts, market growth rates and risks related to the impact of potential changes in future target markets. )

Thé excess of the purchase price over the fair value of the identifiable tangible and intangible net assets acquired of $3.4 .r‘ﬁi'lli'on
was assigned to goodwill. In accordance with SFAS 142, goodwill will not be amortized but will be tested for impairment at least
annually. This amount is not deductible for tax purposes. The assets, liabilities and operating results of iptelorg have been included in

our consolidated financial statements from the date of acquisition within the operations of our Network Signaling Group. Pro forma

information giving effect to this acquisition has not been presented because the pro forma information would not differ materially
from our historical results.

Steleus Group Inc.

On October 14, 2004, we completed the acquisition of Steleus Group Inc. (“Steleus™), a real-time performance management
company that supplies network-related intelligence products and services to telecom operators. We paid an aggregate cash amount of
approximately $53.6 million for 100% of Steleus’ outstanding stock. .In addition, we incurred approximately $5.0 million in direct
acquisition-related costs. The acquisition was accomplished by means of a reverse triangular merger of a new wholly owned
subsidiary of Tekelec into Steleus.
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The acquisition was accounted for using the purchase method of accounting with the Steleus assets acquired and the-liabilities
assumed reflected at their estimated fair values. Steleus and our existing business intelligence applications, such as billing verification
and other network element-mdependent applications, formed our Commumcatlons Software Solutlons Group (“CSSG”), which began
to be reported as an operatmg segment in 2004, _ s . L

) The acqulsmon of Steleus resulted in the recogmnon of deferred tax assets of approx1mately $1s. 6 million pnmarlly related to
acquired temporary differences and net operating loss carryforwards and deferred tax liabilities of approximately $8.6 million related
10 acqu-.red mtangrble assets. Steleus’ operatmg results have been included in our consolidated results since the date of acquisition.

The transactlon resulted in a step-up of approxlmately $48.7 million of Steleus assets and liabilities to falr value as follows {in
thousands)

", Total cash paid or held in escrow

53,600

Direct transaction costs 5,003

: T_otal fair value of consideration paid and direct transaction costs 58,603
Less: Steleus’ tangible net assets acquired (2,894)

Add: Estimated deferred tax liability 8,599
Less: Estimated deferred tax asscts (15,641)

"Tota] fair value'step-up in Steleus 48,667

Through this acqmsmon we gained an expanded portfolio of value-added applications with real-time momtormg and
_managemerit capabilities for legacy and next-generation networks. We believe the combination of our signaling products and
expertise,-combined with the acquired Steleus assets, provide a unique value-proposition to our customers. These factors contributed
toa purchase price in excess of fair market value of Steleus’ net tangible and mtanglble assets acquired, and as a result, we recorded
goodwrll n connectlon with the transaction.

i

The total purchase prrce step up was allocated among the Steleus assets acquired and liabilities assumed based on their estimated
fair values as follows (in thousands)

- Lt 1

' In-process research and developmcnt o $ o 3,800

" Goodwill - 20,297

" _ldentifiable intangible assets S " 24,570 “
‘Total purchase price allocation . . $ 48,667 ' '

Y - IR .

Based on the purchase price allocat:on $3.8 million of the purchase price represented acqmred IPR&D that had not yet reached
technologlcal feasibility and had no alternative future use, At the date of our acquisition of Steleus, we estimated that the Steleus
'IPR&D projects were 75% complete, and we expected to incur up to an'additional $2.8 million and $3.0 million in the remainder of
2004 and 2005, respectively, to complete these development pro_\eets All of the [PR&D projects were expected {o generate revenues
beginning in 2005. We estimated the fair value of the IPR&D using the “income” valuation approach and a discount rate of 37%.
This discount rate was selected based in part-on our weighted average cost of capital and the risk associated with achrevmg forecasted
" cash flows.. The IPR&D amount was recorded as an expense in the fourth quarter of 2004. The identifiable assets created as a result of
the vaUlSltlon will be amomzed over their respective est1mated useful lives as follows (in thousands):

Estimated
Asset ,Life’
s e . i : Amount in Years
Acquired téchiology : ’ ' R $ 19,300 : L 10
Acquired backlog ' C - 800 L2
Trade names and marks : : 150 1.2 k
'Existing customer relationships A 1,030 Y
Service contracts 2,890 2

Non-compéte agreements ) ) 400 T2
’ $ 24,570 -

F-24




VocalData, Inc.

.
'

On September 20, 2004, we completed the acquisition of all of the outstanding shares of capital stock of privately held + © -+ i
VocalData, Inc. (“VocalData™). VocalData is a provider of hosted Internet protocol (IP) telephony applications that enable the delivery
of advanced telecom services and applications to business and residential customers.. The acquisition was accomplished by means ofa
reverse triangular merger of a new wholly owned subsidiary of Tekelec into VocalData. - ¢

.-We paid to the preferred stockholders of VocalData; in exchange for their interests in VocalData, consideration in the total el
~ amount of approximately $27.5 million, consisting of (i) an aggregate cash amount of $14.5 million, and (ii) 779,989 shares of our
.Common Stock. The value of the 779,989 shares was equal to approximately $13.0 million based on the closing sates price of our
Common-Stock on the Nasdaq National Market at the closing date of September 20, 2004, '
s . - V. ' (. - : ’ )

The acquisition has been accounted.for under the purchase method of accounting, with the VocalData assets and liabilities
acquired reflected at their estimated fair values. The acquisition of VocalData resulted in the recognition of deferred tax assets of
approximately $12.3 million primarily related to acquired temporary differences and net operating loss carryforwards and deferred tax
liabilities of approximately $2.3 million related to acquired intangible assets. VocalData’s operating results have been included in our
. consolidated results since the date of acquisition.

The transaction resulted in a step-up of approximately $15.2 million of VocalData's assets and liabilities to fair value as foliows
(in thousands):

Total cash paid $ 14,500

Fair value of stock issued 13,000 )

Direct transaction costs 354 ’
Total fair value of consideration paid and direct transaction costs 27,854

Less: VocalData's tangible net as:sets acquired ' (2,636)

Add: Estimated deferred tax liability 2,278

Less: Estimated deferred tax assets . . . (12,253)
Total fair value step-up in VocalData ) $ -15,243

. Through this acquisition, we gained a meaningful presence in the next-generation switching space, specifically for IP Centrex
applications. These factors contributed to a purchase price in excess of fair market value of VocalData’s net tangible and intangible
" assets acquired, and as a result, we have recorded goodwill in connection with the transaction.

~ The total purchase price step-up was allocated among the VocalData assets acquired and liabilities assumed based on their
estimated fair values as follows ({in thousands):

[n-process research and development $ 2,400
Goadwill 6,333
" Identifiable intangible assets 6,510
Total purchase price allocation ’ 5 15,243

_—
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Based on the purchase price allocation, $2.4 miilion of the purchase price represented acquired IPR&D that had not yet reached
technological feasibility and had no alternative future use. At the time of the acquisition, VocalData had two significant IPR&D
projects under development related to Versions 5.5 and 5.6 of VocalData’s base product. These projects were expected to enable . .-
VocalData to remain competitive in the marketplace. We estimated the fair value of the IPR&D acquired in-our acquisition of . .. - -
VocalData to be $2.4 million and we included $2.4 million of expense relating to this IPR&D under.the heading “acquired in-process
research and development” in the statement of operations for 2004. At the date of our acquisition of VocalData, we estimated that the
'TPR&D relating to Versions 5.5 and 5.6 was 80% and 40% complete, respectively, and that we expected-to incur up to an additional
:$4.8 million and $5.1 million in the remainder of 2004 and 2005, respectively, to-complete these development projects. Both Version
5.5 and Version 5.6 were expected to be released in 2005. We estimated the fair value of the IPR&D using the “income” valuation
approach and a discount rate of 31%. The discount rate was selected based in part on our weighted average cost of capital and the risk
associated with achieving forecasted cash flows. The IPR&D amount was recorded as an expense in the third quarter of 2004, The
identifiable assets created as a resuit of the acqulsmon will be amortized over their reSpectlve estimated useful llves as follows (in
thousands) e T N . . ) '

"

oo Rl T ; oL ‘ ) Estimated

Asset - Life
Amount in Years
Acquired technology ' $ 5,200 0 '
Acquired backlog 160 . 1
Trade names and marks ) 10 1
. Existing customer relationships 500 IO
Service contracts 500 ) o
Non-compete agreements 200 o
$ 6510 )

During the third quarter of 2006, we recognized non-cash impairment charges relating to the goodwill and purchased technology
we recorded as-part of our acquisition of VocalData. Please refer to Note 10 for a discussion of these impairment charges.

Taqua, Inc.
-~ bl - ° - -
On April 8: 2004, we completed the acquisition of all of the outstandmg shares of capital stock of privately held Taqua, Inc.
(“Taqua”). Taqua develops, markets and sells products and services for next-generation switches optimized for the small switch
service provider market The acquisition was accompllshed by means of a reverse tnangular merger of a new wholly owned subSId:ary

of Tekelec into Taqua.* '™
1

We paid an aggregate cash amount of approximately $86.0 million to the common and preferred stockholders and warrant holders
of Taqua in exchange for their interests in Taqua. In addition, we incurred approximately $2.8 million in direct acquisition-related
costs. As part of the acquisition, we assumed all unexercised outstanding options to purchase shares of common stock of Taqua, The
assumed options were converted, based on exchange ratios specified in the merger agreement, into options to purchase an aggregate of
approximately 500,000 shares of Tekelec Common Stock with an estimated fair value of $7.8 million using the Black-Scholes option-
pricing model. This amount includes approximately $4.2 million related to the intrinsic value of unvested stock options recorded as
deferred stock-based compensation, which is being amortized over the vesting period of the assumed options. The transaction has been
accounted for as an acquisition under the purchase method of accounting, with the Taqua assets acquired and the liabilities acquired
reflected at their estimated fair values. The acquisition of Taqua resulted in the recognition of deferred tax assets of approximately
$31.2 million primarily related to acquired temporary differences and net operating loss carryforwards and deferred tax liabilities of
approximately $10.7 million related to acquired intangible assets, Taqua’s operating results have been included in our consolidated
results since the date of acquisition.

F-26




The transaction resulted in a step-up of approximately $69.3 million of Taqua’s assets and liabilities to fair value as follows (in
thousands):

Total cash paid o $ " 85,966
Fair value of stock options assumed . 7.755
Deferred compensation adjustment for.unvested stock options ’ - (4,231)
Direct transaction costs o ’ " : 2,751
Total fair value of consideration paid and direct transaction costs : 92,241
Less: Taqua’s tangible net assets acquired ‘ (2,086)
Add: Estimated deferred tax liability 10,724
Less: Estimated deferred tax assets (31,204)
Less: Other adjustments to tangible assets and liabilities . (387)
Total fair value step-up in Taqua . . 3 69,288

Through this acqmsmon we gained a meanmgful presence in the next-generation sw1tchmg space, specifically for the small size
wireline switching market. Because the purchase price was in excess of the fair market value of Taqua’s net tangible and 1ntang1blc
assets acquired, we have recorded goodwill in connection with the transaction.

_The total purchase price step-up was allocated among the Taqua assets acquired and liabilities assumed based on their estimated
fair values as follows (in thousands):

[n-process research and development . $ 8,000

Goodwill . R 31,978

Identifiable intangible assets . 29,310 '
Total purchase price allocation .3 69,288

Based on the purchase pric‘e allocation, $8.0 million of the purchase price represented acquired IPR&D that had not yet reached
technological feasibility and had no alternative future use. At thc time of the acquisition, Taqua had three significant [PR&D projects
under development related to Versions 4.0, 5.0 and 6.0 of Taqua s base product. These projects were expected to ultimately generate
revenues and enable Taqua to remain competitive in the marketplace. We estimated the fair value of the IPR&D acquired in our
acquisition of Taqua to be,$8.0 million. :We included $8.0 million of expense relating to this [PR&D under the heading “acquired in-
process research and development” in the statement of operations for 2004. At the date of our acquisition of Taqua, we estimated that
the IPR&D relatmg to the three projects was between 50% and 80% complete and that we expected to incur up to an additional $2.6
million and $4.8 million in the remainder of 2004 and 2005 to complete these development projects. At the time of the acquisition,
Version 4.0 was expected to be released in 2004 and Versions 5.0 and 6.0 were expected to be released in 2005. We estimated the fair
value of the [PR&D using the “income” valuation approach and a discount rate of 34%. The discount rate was selected based in part
on our-weighted average cost of capital and the risk associated with achieving forecasted cash flows. The IPR&D amount was
recorded as an expense in the second quarter of 2004. The identifiable assets created as a result of the acquisition will be amortized
over their.respective estimated useful lives as follows (in thousands): '

Estimated
Asset Life
‘ ' ) Amount "In Years

Acquired technology 5 26,400 15
Acquired backlog . ' . 1,500 1
'Trad;f names and ﬁlarks_. 60 1
Existing customer rclatioﬁships 10 12
Service contracts 630
Non-compete ngreemcnts 710 1

R : $ 29,310

i
'
»

*. During the fourth quarter of 2005, we recoghized non-cash impairment charges relating to the goodwill and purchased technology
we recorded as part of our acquisition of Taqua. Please refer to Note 10 for a discussion of these impairment charges.
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Note 4 — Restructuring and Other Costs

‘ Beginning in 2004 and continuing through 2006, we executed a series of strategic initiatives that we believe will (i) strengthen our
competitive position; (i1) reduce our cost structure, improving our operating margins and our overall operating performance; and (iii)
better integrate and align our operations. These initiatives include (i) a reduction in personnel employed primarily by or supporting
our Switching solutions Group in Plano, Texas (the “2006 Restructuring), (ii) the relocation of our corporate headquarters to
Morrisville, North Carolina and our Taqua facilities to Plano, Texas (the “Corporate Headquarters and Taqua Relocations™) and (iii)
the implementation of a global strategic manufacturmg plan (“the Manufacturing Restructuring™). These initiatives are collectively
referred to hereafter as “the Restructurings.” ' :

2006 Restructuring

In 2006, we committed to a restructuring plan as part of our ongoing efforts to align our cost structure with our business
opportunities in certain business units and operating groups. The restructuring plan involved: (i) the termination of our employment of
152 employees across our business units and related customer service, operations and other personnel; (ii) the decision not to replace
22 employees who left Tekelec during the third quarter of 2006; and (iii) the termination of approximately 25 contractors. The
majority of the termmated employees worked dlrectly for, or in support of, our Sw1tch1ng Solutions Group Busmess Umt (“SSG”) in
Plano, Texas. ,

In addition, as a result of the relocation of our corporate headquarters to North Carolina from California, our California-based
Senior Vice President, Corporate Affairs and General Counsel decided to resign effective December 31, 2006, We incurred charges
under a retention agreement with the General Counsel and are aiso obligated to pay severance benefits to him under our Executive
Officer Severance Plan due to the relocation of our headquarters.

We recorded pre-tax restructuring charges in the year ended December 31, 2006 of approximately $7.4 million related to
employee severance arrangements associated with the 2006 Restructuring and the resignation of our Senior Vice President, Corporate
Affairs and General Counsel. All of such severance payments are expected to be paid in 2007. : ;

The costs expected to be incurred and cumulative costs incurred related to the 2006 Restructuring are as follows (in thousands):

Fl

Total Costs Cumulative Costs
. Expected to be Incurred through
. Incurred December 31, 2006
Severance and other costs $ JﬁSQ $ -7.359_

Corporate Headquarters and Taqua Relocations

In April 2003, we announced the relocation of our corporate headquarters from Calabasas, California to our facilities in
Morrisville, North Carolina. The relocation provides us a significant opportunity to improve our operations by integrating our finance,
accounting, corporate and information technology functions into the business units they support. In October 2005, we entered into an
employment severance agreement with our former CEQ in connection with his resignation as an executive officer and employee
effective January 1, 2006. In connection with this agreement, we incurred approximatety $1.6 miilion in severance costs that were
paid in 2006 in scheduled monthly installments, Also in 2005, we announced the Taqua Relocation, which invelved the relocation of
our Taqua facility from Hyannis, Massachusetts, to our Plano, Texas facilities. Both the Corporate Headquarters and Taqua
Relocations resulted in employee terminations and relocations and qualify as “Exit Activities™ as that term is defined in Statement of
Financial Accounting Standards No. 146 “Accounting for Costs Associated with exit or Disposal Activities.” The termination costs
include retention bonuses, severance pay and benefit costs extended through the required service period and for up to dne year
thereafter. Additionally, in the second quarter of 2005, we recorded a one-time charge of $150,000 related to the termination of our
lease in Hyannis, Other costs related to the management of the relocation projects and the costs to relocate equipment were expensed
as incurred.

During 2004, we entered into a lease agreement for approximately 22,400 square feet of office space in Thousand Qaks,
California through December 2014. During the second quarter of 2005, after being notified by the landlord for this building that it
would be unable to deliver possession of the premises in accordance with the lease terms, we terminated the lease. The landlord
disputed our right to terminate the lease. As a result of our decision 1o terminate the lease, we recorded a total charge of $319,000 for
the year ended December 31,-2005 comprised of an $87,000 write-off of certain leasehold improvements, $113,000 representing the
possible forfeiture of our deposits paid to the landlord and $119,000 of other costs associated with the disputed termination of the
lease. In 2006, as a result of winning the dispute with the landlord, we reversed $100,000 in other costs related to a revision of our
estimate of total costs to be incurred associated with this dispute.
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The costs expected to be incurred and cumulative costs incurred related to the Corporate Headquarters and Taqua Relocations are
as follows (in thousands): : '

Total Costs Cumulative Costs

Expected to be Incurred through

] Incurred December 31, 2006
Severance costs and retention bonuses . ' s . 4,835 5 4,835
Employee relocation costs . 265 265

Facility relocation costs . . 1,013 1,013 ,

Other (1) . 1,336 - 1,336
Total $ © 7449 $ 7,449

(1) Consists of costs related to the transition of our corporate headquarters.including recruitment, signing bonuses and
training costs related to the hiring of finance and administrative personnel in Morrisville as well as travel costs during the
transition period. In addition, other costs include salary costs for duplicative employees during the transition of job
responsibilities from employees located in Calabasas to the successor employees in Morrisville. These transition costs
were expensed as incurred. : T '

. . *y .

Manufacturing Relocation - o i

g, 2

In January 2004, we announced-the Manufacturing Restructuring, which included the outsourcing of the majority of our
manufacturing operations and the relocation of our remaining signaling product manufacturing operations from Calabasas, California-
to our facilities in Morrisville, North Carolina. The Manufacturing Restructuring included the elimination of approximately 23
positions during 2004 and one position in 2005, resulting in restructuring costs such as employee severance and relocation costs. This
cost reduction initiative resulted in restructuring charges of approximately $1.8 million through December 31, 2005. We did not

incur any additional costs during the year ended December 31, 2006 and do not expect to incur any additional costs related to the
Manufacturing Restructuring in the future.

The following table summarizes the restructuring and related expenses incurred in connection with the restructurings discussed
above and the remaining obligations as of and for the year ended December 31, 2006 (in thousands):

Severance
Costs and Employee Facility
Retention Relocation Relocation
Bonuses Costs Costs Other (1) Total
Restructuring obligations, December 31, 2005 $ 3,023 % 155 % 100 % - 8 3,278
Restructuring and related expenses: '
Corporate Headquarters and Taqua relocation (127} - (100) 41 (186)
2006 Restructuring 7,359 - - - 7,359 .
Total restructuring and related expenses 7,232 - (100) 41 7,173 .
Cash payments (7,659) (155) - (41) (7,855)
Restructuring cbligations, December 31, 2006 $ 2,596 % - $ - 3 ) - ) 2,596

(1) Consists of costs related to the transition of our corporate headquarters including recruitment, signing bonuses and
training costs related to the hiring of finance and administrative personnel in Morrisville as well as travel costs during the
transition period. In addition, other costs include salary costs for duplicative employees during the transition of job

responsibilities from employees located in Calabasas to the successor employees in Morrisvitle. These transition costs
were expensed as incurred.

Restructuring obligations are included in accrued expenses in the accompanying consolidated balance sheets. We anticipate
settling our remaining obligations relating to the Restructurings in 2007. However, this is based on our current best estimate, which
could change materially if actual activity differs from what is currently expected. We will continue to review the status of our

restructuring activities quarterly and, if appropriate, record changes in our restructuring obligations in current operations based on our
most current estimates,

, Note 5 — Gain (Loss) on Investments

In December 2004, following the acquisition of Spatial Communications Technologies (“Spatial””) by Alcatel, Santera exercised
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o warrants convemble into.1,363,380 shares of freely tradable Alcatel shares valued at $14 91 per share Asa result of this transactlon,

Santera recognized a gain-of $20.3 million during the year énded December 31, 2004. Durmg the first. quarter of 2005, Santera sold

1,263,380 Alcatel shares for proceeds of $17.5 million resulting in a realized loss of $1.3 million-in the year ended December 31, .
2005. In addition, in December 2006, we received 89,642 shares ‘of Alcatel-Lucent prevnously held in escrow pending the resolution

- of certain acquisition related indemnification claims made by Alcatel agamst the former Spatial shareholders resultmg ina $1 3

. mlllton £ain upon dtstnbuuon of these shares.

S

~In August 2004, followmg the acqutsxtton of Tehca by Lucent Technologtes lnc ( Lucent ) we recewed freely tradable common
stock of Lucent in exchange for our investment in Telica, resulting in a'gain of $7.9- miilion in the year ended December 31, 2004 In

o September 2004, we.sold'5.8 million of our shares of Lucent stock for proceeds of approximately $17.9 miilion. In the ﬁrst quarter of

12006, we received an additional 642,610 shares 6f Lucent that Were released from escrow, resuiting in a $1.8 million gam upon
*" distribution of these shares. In connection with the. merger of Lucent and Alcatel in-the fourth quarter of 2006, these shares were
“converted to 125,437 shares of Alcatel- Lucent. [+, - "
- As of December 31 2006, we hold 315,079 Alcatel Lucent shares whtch are mcluded in shon—term 1nvestments in the ’
"accompanylng consolldated balance sheet O . - RTINS
* - H “,‘;. . P L . . o )
~ On August 30, 2002 we. completed the sale of Gur-Network D1agnost1cs busmess unlt (“NDD”) to Catapult Comrnumcatlons
- Corporation (“Catapult’ ") for $59.8 million, cons1st1ng of cash.in the amount of $42.5 million and convertible subordinated promissory
notes (the “Notes”) issued by Catapult’s wholly owned irish subsidiary and guaranteed by Catapult in the total principal amount of
$17. 3 million. The Notes were convertible into, Catapult common stoék after August 30, 2003 through maturtty at a conversion rate
' ‘_(subject to certain adjustments) of 62.50 shares of Catapult common stock per $1,000 in principal (approximately 1.1 million shares
for full conversion of the-Notes). We exercised our- optron to convert the Notes:into Catapult corhmon stock in September 2004 and
‘sold our Catapult shares. resultmg 1n a pre-tax gain.of approxunately $2.2 million: Co - S
' N K Y R L 4 ) ’
Note | 6 — F manclal Statement Detatls

. Other Income and Expense -

‘Other income and expense is composed of the following:

" For the Years Ended December 31,

2006 2005 2004
o (Thousands) ‘
- Foreign currencyt‘ransaction gain {loss), net ‘ % 3863 % (3,439 0§ 2,625
Net gain (loss) on derivative instruments’ (3,926) _‘ 2,489 (2,568)
+ Realized gain (loss) on investments, net N = 3] (29) 185
Othet, net 66 sy s
- Total other income (expense), net : b - 24 3 (1,237) % 263 - -
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Cash, Cash Equivalents and Investments

Cash and cash equi\ralents and short-terrn investments consisted of the foilowing as of December 31, 2006:

ik

i R . . . . R [ oG

ae . Unrealized

. Cost ) » Loss ‘ "~ Gatn . Market
(Thousands)
Cash and cash equivalents: . 7 ]

“Cash . s 13324 § RN -8 13,324
Certiﬁcates-of dcpdsit ) - . 5,389 ’ - - 5,389
Money market securities S 26738 L. ; 26,738
Total cash and cash equivalents ’ $ 454517 § ) -. 3¢ - 8 45,451 )
Sliort-term investments: .

U S treasury and | agency securities 5 6,000 3 an s - 8 5,969
Mumetpal sectirities ' - , ‘_ 336300 . (145) - 336,155
o Auctmn rale preferreds : ' I 26,.900 E '_ ' L. - 26 900

- Corporate notes .o . . - ) ' 5,559 . (18) - 5,541
Comrnon shares 1n Alcatel Lucent ;1;558 o (78)‘ - - 4,480
Tt‘)t‘all short- ~term’ investments v 30379317 % (272) % -, 8 . 379,045

, The followmg table shows the gross ! unrealized losses and fatr value of our short-term investments, aggregated by investment
category and length of t1me that 1nd1v1dual secuntles have been.in a continuous unrealized loss position as of December 31, 2006 (1n
thousands) -

. Lrssthan 12Menths .  Greater than 12 Months Total

: : Unmllud T Unrealized - Unrealized
‘ - Fair Valoe R PP Fair Vaiue Loss . Falr Value . Loss
- US. rreasury and agency securities . $-.- 997 TS SRR ) N 4972° % 28) 3 5969 §$ 31
' Municipal securmes ‘ : 20348 .(140) . 3,863 (5) 13,211 (T
"Corporaté notes S e SR 5,541 -8 5,541 (18)
Common shareé in AIc_ateI-Lucem 3,206 (78) ".- - 3,206 ' (78) .
Total .. - . ° $ 331551 0§ . (221) $ - 14376 S (5 § 47927 § (272
Number ofsecurities with an unrealized loss - RN - 7 9 2%

Cash_ énd.ca'sh equivalents and short-term investments consisted of the following as of December 31, 2005:

. Unrealized
Cost Loss B Gain Market
. ! - (Thousands)
Cash and cash equivalents: ‘
Cash 7 . : $ 49269 § -3 -8 49,269
Centificates of deposit . . 2,800 - - - 2,800
Total cash and cash equlvaients $. 52,069 $ - % - 3 52,069
Sho_rt_-term investments: Ce .
.U.é.“t’reaéu;ry and iag'ency securities $ 25170 §% - (384) § - 5 24,786
Mnnicipai securities o ] 112,339 (457) - 111,882
| Corporate notes - "33,750 (439) ; 33311
Certificates of deposit ' 2,968 ‘ 2,968
Cpm.mon shares in Alcatel-Lucent ., 1 ,‘4l9‘l (251) - 1,240
othet - e : : 73
Total short-tern investments $ 175790 8 (1,531) % -5 174260 SRR
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The following table shows the gross unrealized losses and fair value of our short-term investments, aggregated by investment '
" category and length of time that individual securities have been in a continuous unrealized loss position as.ofr December 31, 2005 (in
thousands) : :

Ty L “
N .

: . Less than 12 Months Greater than 12 Monlhs_ " Total
T . ] _ o Unrealized . Unreallzed Unrealized
o l::: i Fair Value ) Loss ' Fair Value Lass Fair Value Loss

U.s, treagpry and agency securities $ - b b 3 2478 % 384y § 24,786 % (384}
Municipal securities 26,380 (142) - 1,340 315 21,720 - (457)
Corporate notes * ~ ’ - - 33,311 {439) 33,311 439 "
Common-shares in Alcatel-Lucent 1,240 (251) - - 1,240 (251)

_ Total ' T ) 3 27,620 3 (393) § 59437 $ (1,138) % 87,057 § (1, 531)
Number of securities with an unrealized loss S 14 58 Liw 72 st

N

Each of the securities in the above tables generally has investment grade ratings and is in an unrealized loss positfon solely,due to
‘interest rate chdnges, sector credit rating changes or company-specific rating changes. We currently expect to receive'the ful]
pr1nc1pal or to recover our cost basis on these securities. When evaluating our investments for possible impairment, we réview factors

* such as the length of time and extent to which fair value has been below our cost basis, the financial condition of the investee, and our
-ability and intent to hold the investment for a period of time ‘which may be sufficient for anticipated recovery in market-value. The
declines in the above securities are considered to be temporary in nature and, accordingly, we do not beheve these securities are

. xmpalred as of. December 31 2006

The followmg isa summary of the matuntles of shoft-term investments as of December 31 2006 (m thousands except

percentages) ‘ _ o

- Fxpected Maturlty Date
2007 . . 008 . 1009 .. 2010, i Thereafier Total

U.S: treasury and agency securities $ ¢ 5,969 b - 3 - $ ’ - $ $ - ¥ 3,969
Munmicipal securities . . 28.398 5913 i - 301,844 336,155
At;clioﬁ.rate 1:.1re'ferred.s - ) - - 26,900 . . 26,900
. Corporate netes ) 5,541 - - - - - 5,541
* Totwal ] 39,908 3 5913 5 - 13 - $ - b 328,744 374,565
Conmmon shares of Alcatel 4480 Ty

Total short-term investments $ 179,045

-

" Accounts Reeeivable, net

- Accounts receivable; net consists of the following: : -

i

- o December 31,
. ’ ) . 2006 2005
(Thousqus) .
$ 171,908 $ 122348

Trade accounts receivable

Less: Allowance for doubtful accounts and sales returns 9,286 6,559 .
° i % 162,622 % 115,789
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_ The foltowing details the changes in the allowance for doubtful accounts and sales returns during the years ended December 31,
. 2006, 2004 and 2003

For the Years Ended December 31,

2006 2005 2004
. . (Thousands)
Balance at beginning of period 3 6,559 3 4,319 3 2,075
Current year provision 3,582 2,946 820
Write-offs net of recoveries(1) (855) (706) 1.424
Balance at end of period $ 9,286 by 6,559 b 4,319

(1) 2004 includes increases in the allowance for doubtful accounts of $1,389, $430 and $607 as a result of the acquisitions of Taqua,
VocalData, and Steleus, respectively.

.

- Inventories

Inventories consist of the following:

December 31,

2006 2005
(Thousands)
Raw materials ' $ 35937 § 32,729
Work in process , 179 4,879
Finished goods 13,335 9,904
5 49,451 3 47,512
Property and Equipment, net
Property and equipment consist of the following:
December 31,
2006 2005
{Thousands)
Manufacturing and development equipment ‘ $ 114822  § 93,499
Furniture and office equipmemnt 49,742 49,763
Demonstration equipment 4,123 3,744
Leasehold improvements 14,419 14,626
183,106 161,632
Less, accumulated deprecia'lioh' and amontization (129,833) (121,158)
3 53,273 3 40,474




Accrued expenses - : ‘ o

Accrued expenses consist of the following:

December 31,

2006 2005
R (Thousands)
- Accrued expenses and other $ 35,843 % 16,594
Warranty_rcscrve 5,094 9,269
Sales and other taxes payable ' 1,665 5,038
Accrued commissions ) 2,816 4,180
-Accrued losses on customer contracts 015 6,701 . .
Accru'.ed professional fees and legal accrual ' ‘ 9,813 ’ 6,178 l
Total _ $ 62306 S 47,960

Accrued payroll and related expenses

Accrued payroll and related expenses consist of the following:

-r

December 31,

2006 2005
(Thousands)
Accrued payroll $ 17,943 $ 15,625
Accrued vacation 10,895 10,350
Payroll taxes ' 3,458 2,181
Total . $ 32,296 $ 28,156
Accumulated Other Comprehensive (Loss) Income
Accumulated other comprehensive (loss) income consists of the following:
- December 31,
2006 2005
(Thousands)
Foreign currency translation adjustments $ 728 (247)
Unrealized (losses) gains on securities, net of taxes of $99,0600 and $539,000,
respectively L (173 (992)

: 3 (1o % (1,239)

Note 7 — Related Party Transactions

During 2003, we entered into a consulting agreement through our then majority owned subsidiary, Santera, with Marty Kaplan,
formerly a Director and Chairman of the Board of Santera and currently a director of Tekelec. Under the terms of the agreement,
Mr. Kaplan received cash compensation of $75,000 per annum through June 2005 and grants in 2004 and 2003 of non-statutory
options to purchase 25,000 and 50,000 shares, respectively, of our Commeon Stock under our 2003 Stock Option Plan. The options
vested in quarterly instaliments. This agreement was terminated in June 2005.

Note 8 — Derivative Instruments and Hedging Activities

As discussed in Note 1, we use derivative instruments, primarily foreign currency forward contracts, to manage our exposure to
market risks such as foreign exchange risks. As we do not designate our foreign exchange forward contracts as accounting hedges, we
adjust these instruments to fair value through operations. We do not hold or issue financial instruments for speculative or trading
purposes.

We monitor our exposure to foreign currency fluctuations on a monthly basis. We enter into multiple forward contracts
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throughout a given month to match and mitigate our changing exposure to foreign currency fluctuations. Our exposure to foreign
currency fluctuations is principally due to receivables generated.from sales denominated in foreign currencies. Our exposure -
fluctuates as we generate new sales in foreign currencies and as existing receivables related to sales in foreign currencies are collected..
Qur foreign currency forward contracts generally will have terms of only one month or less and typically end on the last fiscal day of
any given month. We then. immediately enter into new foreign currency forward contracts. As of December 31, 2006 we had four
forelgn currency contracts; one to sell.640,000 Australlan ‘dollars, a second to sell approximately 25,000,000 euros, a third to sell
" 19,200,000 Brazilian reais and a fourth to sell 1,500,000 Canadian ‘dollars. As of December 31, 2005 we had four foreign currency
contracts; one to sell 584,770 Austral:an dollars, a second to sell approximately 16,300,000 euros, a third to sell 15,528,000, Brazilian
reais and a fourth to sell 1,032,000 Canadian dollars. We plan to continue to use foreign currency forward contracts, where
- appropriate, t_o manage foreign currency exchange risks in the future.

‘Note 9 — Income Taxes

Income (loss) from continuing operations before provision for income taxes is comprised of the following:

Domestic
Foreign
" Total

The pr‘oizision for (benefit from) income taxes consists of the following:

1

Current:
Federal
" State
Foreign
Deferred:
Federal
State
Foreign

Total provision for (benefit from) income taxes

For the Years Ended December 31,

2006 2005 2004
{Thousands)
(142,120 $ (63,641) - § 3,344
17,026 : 1,773 4 . 3,108
(125,094} % (61,868) § 6,452

For the Years Ended December 31,

2006 2005 2004
{Thousands)

(2520%) % 4,391 $ 9914
2,972 5,285 2,740
1,582 1,123 1,039

(531%) (16,691) 4,742
(604) (860) 314)
4,827 - -
(21,941 § 6,752) % 18,121

Vi

Utilization of net operating loss carryforwards provided a current income tax benefit of $9.6 million in 2006, $4.8 million in 2005

and $3.0 million in 2004.
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The prov151on for (beneﬁt from) income taxes’ dlffers from the amount obtained by applymg the federal statutory income tax-rate
of 35% to income (loss):before provision for 1 income taxes as follows: - : :
f| l.‘ '.:‘l" b :" T s '. kN te . ' ’ o fu - . N
foe A s ‘- For the Years Ended December 31, it Aan Ty
R 2006 : © 2005 teet 2004 - 1
- o ‘ (Thousands) f!" o ’ '
Federal statutory provnston t $  (43,783) $ (21,654) § . 2258 .
State taxes, net of federal beneﬁt 406 3,867 1,378
Research and development credits (3,546) {4,659) (2,28'6.) :
Nondeductlble lmpalrment of gOOdWIll 26,250 9,536 , . ..;:‘ o
Nondeductlb]e equiry- based compensation 1,252 448 B
lNontaxable forelgn source income (730) (1,180) ((1,583) W
Acqulsmon-rclated mtangtble assets, net of related deferred
: : i mcome tax ltablhty e J' - 181 5,297
Foretgn taxes and other ’ 1,129 1,761 1,839' P
. Domestic productlon acnvmes deductlon - 391 - #
- Tax exempt interest g (2,919) (1,262) -
‘e Inorease in valuation allowance - 6.601 11,218 o
Totnl provmon l'or (benel"t from) income taxes $ (21,941) 175% § (6,752) 109% $ 18,121 . 280.9% .
o As d1sclosed in Note 3, prior to October 3, 2005, we had not reached the ownersh1p threshold provided under i income tax
" regulattons for inclusion of Santera in our consolidated ‘federal income tax return. Accordingly, we provided a full valuation-
allowance agamst the deferred tax assets of Santera related to net operatmg loss carryforwards generated by Santera in each of the ¢
above penods pr:or to Octoberf3 2005 . T
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The components of temporary differences that gave rise to deferred taxes at December 31, 2006 and 2005 are as follows:

December 31,

2006 2005
(Thousands)

Deferred tax assets of continuing operations:

- Allowance for doubtful accounts 3 2,790 $ 873
lnvtlmtory write downs 3,770 3,344
Capitalized organization charges 3816 4,01
Depreciation and amortization - © 4,648
Rescarch and development credit carry forward 7,624 6,480
Accrued liabilities : 7,053 11,825
Stock-based compensation 10,423 -
Deferred revenue 656 11,560
Retirement stock 1,912 1,956
Other - 4,856 1018
Net cperating loss carry forward 64,664 76,077

Total deferred tax assets 107,564 121,792
..  .-Valuation allowance for deferred 1ax assets (3.969) (3,969)
' Total deferred 1ax assets of continuing operations 3 103,595 % 117,823

Deferred tax assets of continuing operations:

Current portion 3 32206 § 28,468
Long-term portion 71,389 §9,355
Total deferred tax assets of continuing operations 3 103,595 % 117,823

Deferred tax linbilities:

Acquisition-related intangible assets 3 8712 $ 23,476
Depreciaaion and amortization 2,055 -
Total deferred tax liabilities 3 10,767 $ 23,476

Deferred tax liabilities:

Current portion 3 - 3 -
Long term portion 10.767 23,476

Total deferred tax liabilities $ 10,767 $ 23,476

As of December 31, 2006, we have a valuation allowance on our deferred tax assets of approximately $4.0 million, of which
approximatety $1.0 million pertains to certain tax credits. The remaining $3.0 million relates to a book-tax basis difference in an
investment in one of our foreign affiliates obtained in connection with our acquisition of Steleus, which was recorded against goodwill
through a purchase price accounting adjustment.  The valuation allowance on these deferred tax assets will be reduced in the period
in which we realize a benefit on our 1ax return from a reduction of income taxes payable stemming from the utilization of these credits
and basis differences. As a result of the acquisition of the remaining interest in Santera on October 3, 2005 (as discussed in Note 3),
the ownership threshold provided under income tax regulations for inclusion of Santera in our consolidated federal income tax return
has been met. We have removed the valuation allowance on Santera’s net deferred tax assets because we believe it is more likely'than -
not that these assets will be realized in our future consolidated federal income tax retumns of Tekelec. The elimination of this valuation
allowance was recorded through purchase price accounting as an adjustment to goodwill. Realization of the remaining net deferred
tax assets is dependent on our generating sufficient taxable income in the future in Tekelec’s consolidated tax returns. Although
realization is not assured, we believe it is more likely than not that the net deferred tax assets will be realized. The amount of the net
deferred tax assets considered realizable, however, could be reduced in the future if estimates of future taxable income are reduced.

As of December 31, 2006, we have net operating loss carryforwards of approximately $184.9 million available to offset future
taxable income. The utilization of a majority of these net operating losses in future periods is subject to an annual limitation of $16.3
million. If certain substantial changes in the Company’s ownership should occur in the future, there would be a change in the
aforementioned annual limitation on the utilization of the net operating loss carryforwards in periods subsequent to the ownership
change. In addition, we have federal and state research and development credit carryforwards of $3.8 million and $2.8 million,
respectively, available to offset future tax liabilities. Our net operating loss carryforwards will begin to expire in 2011, if not utilized.
Our federal research and development tax credit will begin to expire in 2018, if not utilized and our state research and development
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tax credit will begin to expire in 2009, if not utilized.

We provide for U.S. income taxes on the earnings of foreign subsidiaries unless the subsidiaries’ eamings are considered
indefinitely reinvested outside of the United States. As of December 31, 2006, we have not provnded for deferred income tax of
approximately $3.1 million related to approx1mate|y $8.8 million of cumulative undistributed earnings of our foreign affiliates, as we
intend to permanently reinvest these earnings to fund future expansion of these international operations.

© * We are subject to periodic tax examinations and assessments in various jurisdictions. Accordingly, we assess the probability of
sustaining certain tax positions taken in our income tax returns and, although we believe these positions are fully supportable upon
examination, we have and will record incremental tax expense based on the probable outcomes of such matters. '
Our U.S. Federai income tax returns for 2002 and 2004 have been selected for examination by the Internal Revenue Service
("IRS"). While the final resolution of the IRS's pending examination is uncertain, the Company believes it has made adequate
provision in the accompanying consolidated financial statements for any adjustments that the IRS may propose with respect to the
u.s. Federal income tax returns. Although the final resolution of the IRS audit is uncertain, based on currently available information,
management believes that the ultimate outcome will not have a material adverse effect on the Company's financial position, cash flows
or overall trends in results of operations. The Company may receive an assessment related to the audit of its U.S. income tax returns
that excéeds amounts provnded for by the Company. In the event of such an assessment, there exists the possibility of a material
adverse'impact on the Company's results of operations for the period in which the matter is ultimately resolved, or an unfavorable
-outcome becomes probable and reasonably estimable.

~.‘ oA,

Note 10 — lntanglble Assets and Goodwill

Intang:ble Asvers - ‘. \

i ]ntangible assets as of December 31, 2006 and 2005 are as follows:

) December 31,
2006 2005
- (Thousands)
Purchased technology $ 35655 $ 61,270
Custonier relationships 3,368 3,428
Acquired backlog * - 1,613 < 1613
l"ﬂ’on—compétc contracls 240 640
S‘é:rivice'com-mcts 630 3,5i0
k o 41,506 70,471
l Less: acctimulated amortization ~ (17,144) (13,257}

Total intangible assets ) 24,362 $ 57,214

'l_'hewe‘ig'hte.d average useful lives of the above intangible assets as of December 31, 2006 are as follows:

, Weighted
" ‘ " Average
. Life
Purchased technology ’ ' 8.2
Customier relationships : . 9,7
Acquired Backlog ‘ 1.5
Non-qdiﬁﬁc;e contracts e 30

Service contracts ' 5.0
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The identifiable intangible assets are amortized over their estimated useful lives. The estimated aggregate amortization expense
for 1ntang1bles for subsequent years is: .

For the Years Ending December 31, . (Thousands) -

2007 $ 3,850
2008 ' : ' 3,543
000 .. 3,410
2010 ' ' _ 3,315
011 : L2651
Thereafter , o 7,593
Total $ 24,362

Impairment of Purchased Technology

During the fourth quarter of 2005, it became apparent that both revenues and expected orders for the fourth quarter of 2005 and
early 2006 related to our Taqua reporting unit would underperform our previous expectations. Accordingly, in connection with our
annual budgeting process performed during the fourth quarter of 2005, we performed a comprehensive evaluation of the outlook for
our Taqua product line and the outlook for the small'switch market; which is the focus of our Taqua product line. As a result of this
reassessment and the significant shortfall in orders for these products-in the fourth quarter of 2005, we significantly lowered our
forecast of Taqua's future revenues and cash flows. These revised projections, combined with the historical underperformance of the
Taqua product line, indicated that certain identifiable intangible assets acquired as part of the original acquisition of Taqua,
specifically the purchased technology, may be impaired. We determined that impairment indicators were present within the meaning
~ of SFAS 144, and therefore performed an lmpamnent test during the fourth quarter of 2005.

In accordance with SFAS 144, we first determined if the future expected undiscounted cash flows related to the Taqua purchased
technology were less than the current carrying value of the technology. Applying this initial test, we determmed that such cash flows
were less than such.carrying value, which indicated that an impairment of the asset existed. To measure the impairment, we
determined the fair value of the purchased technology using a discounted cash flow approach. Using this approach, the purchased
technology was valued at approximately $1.1 million which, when compared to its carrying value of $23.8 million, indicated an
impairment of $22.7 million. Accordingly, we recognized a non-cash 1mpa|rment charge in the amount of $22.7 million for the year
ended December 3I 2005.

" In addition, during the third quarter of 2006, it became apparent that both revenues and expected orders for the second half of . .
2006 and fiscal year 2007 related to another of our SSG reporting units, consisting.of our Santera and VocalData product lines, would
underperform our previous expectations. Accordingly, in connection with our annual budgeting process initiated during the third
quarter of 2006, we performed a comprehensive evaluation of the outlook for this reporting unit and the outlook for the markets that
are the focus of this reporting unit. As a result of this assessment and the anticipated significant shortfall in forecasted orders for these
products in the second half of 2006,we significantly lowered our forecasts of this reperting unit’s future revenues and cash flows,
These revised projections indicated that certain identifiable intangible assets acquired as part of the original acquisitions of Santera
and VocalData, specifically the purchased technology, may be impaired. We determined that impairment indicators were present
within the meaning of SFAS 144, and therefore performed an impairment test during the thlrd quarter of 2006.

In applying the mmal test in accordance with SFAS 144 we determined that the cash flows related to the purchascd technology
within this reporting unit were less than the carrying value, mdlcatmg that an impairment of the purchased technology assets existed.
We then determined the associated fair value using a discounted cash flow approach. Using this approach, the purchased technology
was valued at approximately $1.8 million which, when compared to its carrying value of $27.4 million, indicated an impairment of
$25.6 million. Accordingly, we recognized a non-cash impairment charge of $25.6 million in the third quarter of 2006. Both this
charge and the charge taken in the fourth quarter of 2005 are reflected in our conso]ndated statement of operations as “lmpalrment of
purchased technology” within cost of sales.

Goodwill

As required by SFAS 142, we do not amortize our. goodwill balances, but instead test our-goodwill for impairment annually on.
October 1* and more frequently upon the occurrence of certain events in accordance with the provisions of SFAS 142. The testing for
recoverability of the purchased technology acquired as part of the original acquisitions of Santera and VocalData discussed above was
a triggering event in the third quarter of 2006 under SFAS 142. The impairment of the purchased technology, coupled with a.
significant shortfall in orders for the second half of 2006 compared to our earlier expectations, resulted in a significantly lowered
. forecast for the reporting unit’s future revenues and cash flows. Accordingly, we tested the goodwill related to the reporting unit
within SSG that is compnsed of Santera and Vocal Data for impairment as of August 1, 2006. As aresult of this testing, we recorded a
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non-cash charge of $75.0 million related to the impairment of the goodwill associated with this reporting unit in the third quarter of
2006. We determined the amount of this charge using an estimate of the fair value of the reporting unit. This fair value estimate was
calculated using (i) a discounted cash flows approach and (ii) market multiples based on revenues. In addition, we also performed our
2006 annual impairment test of goodwill required by SFAS 142 on October 1, 2006 and no additional impairment was indicated.

We performed our required 2005 annual impairment test of goodwill as of October 1, 2005. As a result of this testing, in the
fourth quarter of 2005, we recorded a non-cash impairment charge of $27.2 million related to the impairment of the goodwill
associated with our Taqua reporting unit, which is a component of our Switching Solutions Group segment. We determined the
amount of the charge using an estimate of the fair value of our Taqua reporting unit. This fair value estimate was calculated using (i) a
discounted cash flows approach and (ii) market multiples based on revenues. As previously noted, our Taqua product line has
underperformed due primarily to the lack of market growth and as a consequence, projections for the busmess have been significantly
lowered.

The Company tested goodwill for impairment as of October I, 2004 and no impairment was indicated.

The changes in the carrying amount of goodwill for the years ended December 31, 2006 and 2005 are as follows:

-~ 7 . . ) ‘ Network Switching - Commumcatmns
B N Signaling Solutions . Software
) ) et E ... Group . ~Group . - Solutions Group ' Total

Balance at December 31, 2004 . ‘-» - . . b 3 - $ 96,447 - § . 20297  $ 116,744
Addition due to the acquisition of iptelorg ’ ' 3361 - .- < E - . 3,361
Addition due to the acquisition of Santera - S ] 19,803 t - 19803
Impairment of Taqua goodwill | St - - (27.245) ' ’ - (27,245}
Adjustment to goodwill to record a valuation .

allowance related to certain deferred tax )

assets acquired as a result of the acquisition B _ ' . ] . .

ofStelews . I . 3044 3084
Adjustments to gbodWill, prirrcipaliy related C o : . .

1o deferred tax assets acquired ) . . - 443 . 174 b 617
Balance at December 31, 2005 3361 89,448 - 23,515 - 116,324
Impainment of Santera and VocalData goodwill ’ - (75,000) . - (75,0000
Purchase price adjustments relating to ’ -

acquisitions(1) ' : - (442) k ' - © (442)
Balance at December 31, 2006 l ' _$ 3,361 $ 14,006 $ 23,515 . % . 40,882

(1) Consists primarily of a purchase price adjustment related to our September 2004 acquisition of VocalData, Inc. (“VocalData™). In
January 2006, we reached an agreement to settle certain outstanding escrow claims with the former stockholders of VocalData.
This agreement resulted in 29,686 shares of our common stock being released to us from escrow in satisfaction of a working
capital adjustment claim. These shares were then immediately cancelled. The amount attributable to the shares has been
calculated based upon the original fair market value of the shares assumed as part of the original purchase price allocation and is

~ being treated as a reduction in the total consideration paid for VocalData effectwely reducing the amount of goodwill recognized
T as part of the acquisition.

4

Note 11 — Lines of Credit and Notes Payable :

As of December 31, 2006, we had a $30.0 million line of credit collateralized by a pledged investment account held with an
intermediary financial institution. This line replaced a similar $30.0 million line of credit that expired in-December 2006. The line of
credit bears interest at, or in some cases below, the lender’s prime rate (8.25% at December 31, 2006), and expires on December 15,
2007, if not renewed. In the event that we borrow against this line, we will maintain collateral in the amount of the borrowing in the
pledged investment account. The commitment fees paid on the unused line of credit are not significant. Under the terms of the credit
facility, we are required to maintain certain ﬁnanual covenants. As of December 31, 2006 we were in compliance with the terms and
covenants of the credit facility. ) :

Note 12 — L'ong‘-Term Convertible Debt - . - _—

As of December 31, 2006 we have $125 million outstandmg of our 2 25% Senior Subordmated Convertible Notes due 2008 {the
“Notes“) The Notes mature on June 15, 2008, and are convertible prior to the close of business on their maturity date mto shares of
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our Common Stock at a conversion rate of 50.8906 shares per $1,000 principal amount of the Notes, subject to adjustment in certain
circumstances. The Notes carry a cash interest (coupon) rate of 2.25%, payable on June 15 and December 15 of eath year,
commencing on December 15, 2003. Interest expense related to the Notes, including amounts relating to the amortization of related
deferred ﬁnancmg costs, was $3.6 million for each of 2006, 2005 and 2004, The Notes carry no fi nanctal covenants, no restnctlons on
the paying of dividends nor any restrictions concerning addttlonal indebtedness. -
. . S o ' ERRCL A ., ' -

Note 13 — Commitments and Contmgenues : - T

We lease our office and manufacturing facilities together with certain office equipment under operating lease agreements:. Lease:
terms generally range from one month to ten years certain bu:ldmg leases contain optlons for renewal for addmonal perlods and are .
subject to periodic increases, . - - : Lo T

Rent expense, including any apphcable rent esealanons and rent abatements is recognized on a straight line baSIS Total rent - .-,
'expense was approx1mately $8.7 mllllOl'l $9.8 million, and $9 4 mllllon for 2006, 2005, and 2004 respectlvely

. Minimum annual non-cancelable lease commitments at December 31, 2006 are:

‘ s e I
For the Years Ending December 31, . ' woo U . : : (Thousands) - : )
2007 o : . $ © BAGY
2008 : T 678
2009 - _ _ . 7,329 o
2010 ’ ' S 1am .

L2011 o _ - o 7272
Thereafter , ' o o ' 11,047

]

Total . . . s 3 48,996

We have agreements with several of our vendors to purchase spec:ﬁed quantities of goods or services at agreed upon pnces in the,
future. As of December 31, 2006, these unconditional purchase obllganons total approximately $2.5 million and will be settled in
2007. We provide a provision for losses in instances where we expect to incur losses due to our purchase commitments exceedmg our
_ normal or projected inventory requirements. These provisions were not significant at December 31, 2006 and 2005.

Indemnities, Commitments and Guarantees
1

In the ‘normal course of our busmess we make certain mdemmtles commitments and guarantees under Wthh we may be requ1red
to make payments in relation to eertam transactlons These indemnities, commitments and guarantees includé, among others,
inteltectual property indemnities to our customers in connection with the sale of our products and llcensmg of our technology,
indemnities for liabilities associated with the infringement of other parties’ technology based upon our ‘products and technology,
guarantees of timely performance of our obligations, indemnities related to the reliability of our equipment, and indemnities to our
directors and officers to the maximum extent permitted by law. The duration of these indemnities, commitments and guarantees
_ vanes and, In certain cases, is indefinite. Many of these indemnities, commitments and guarantees do not provide for any limitation of
the maximum potentlal future payments that we could be obligated to make, We have not recorded a liability for these mdemnmes p
commltments or guarantees in the accompanying balance sheets because fufure payment is not probable ‘ o

‘Lit'igaltian

1

R 1

From time to time, varlous claims and imgatlon are assened or commenced agamst us arising from or re]ated 10 contractual -
matters, intellectual property matters, product warrantles and personnel and employment disputes. As to such clatms and lmgatlon we
- can give no assurance that we will prévail. However, we currently 'do not believe that the ultimate outcome of any pending matters,

- other than possibly related to the Bouygues litigation, as descnbed below, will have a material adverse effect on our consolidatéd
financial posmon results of operations or cash flows.

Tk e -

Bouy‘gt_teé_Telecom, S.A.. vs. Tekelec . _ B

In February 2005, Bouygues Telecom, S.A. (“Bouygues™), a French telecommunications operator filed a lawsuit against Tekeléc
- in a United States District Court in California seeking damages for losses caused by a service interruption thit Bouygues expenenced
in its cellular telephone network in November 2004. Bouygues originally sought damages of $81 million plus unspecified punitive
damages and attorneys’ fees. In its complamt Bouygues alleged that the service interruption was caused by the malfunctioning of
certain virtual home location register servers (i.e., servers that store and provide information about subscribers in a cellular network)
provided by Tekelec to Bouygues.
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In June 2005 the Court granted our motton to transfer the lawsu1t to the Untted States District Court for the Eastem District of
North Carolma

ln October 2005, Bouygues filed an amended complaint alleging claims for strict products tability, negligence, breach of express
warranty, negligent interference with contract, negligent interference with economic advantage, intentional misrepresentation,
negligent misrepresentation, fraud based on concealment, breach of fiduciary duty, equitable indemnity, unfair. competition under.
California Business and Professions Code section 17200, unfair and deceptive trade practtces breach of contract, alter ego hab111ty
_and prom1ssory estoppel and a direct claim under French law. e -

In April 2006, in responses to some of our dtscovery requests, Bouygues increased its estimated damages to at least $106 mllllon
not including interest, punitive damages, and attorneys’ fees or costs. Bouygues has since prov1ded a clatm summary suggestmg that
its damages may range from $127 milhon to $17% million. .

The parties parttmpated mna Coun-ordered medlanon in May 2006 but did not resolve the Ittlganon at that t1me

Each party’s expert reports were filed mn August 2006 and all discovery concluded in October 2006. In October 2006 we filed a
motion seeking summary ]udgment in our favor with respect to all claims, and Bouygues filed a motion secking, summary judgment in
its favor with respect to a particular issue., Both parties also filed motions to exclude certain testimony and expert reports offered by
th_e other party in the case.

On January 5, 2007, we presented Bouygues with an Offer of Judgment in response to a request from our insurance carrier. The
offer of $6.2 million was based on the maximum amount of damages we estimated could be recoverable by Bouygues under the
relevant contract. Bouygues did not respond to-the offer, and it expired ten days after it was presented. The amount of this settlement
offer was recorded both as a liability and an offsetting receivable (from our insurance carrier) in our 2006 financial statements. We

- are unable to estimate any additional potential financial impact this matter could have on the Company.

On January 10, 2007, the Court dented our motion for summary judgment. On February 12, 2007, the Court denied Bouygues’
" motion for partial summary judgment. The court has also issued orders denying, to date, motions to exclude certam testlmony and
expert reports : C
The case is currently set to begm jury selection on February 27, 2007, with the trial scheduled to commerice on March 5 2007 in
Greenville, North Carolina. Each party has been limited to 45 hours to present its case and respond to the other snde

Although we are still evaluatmg the claims asserted by Bouygues, we intend to defend vigorously agamst the action and believe
Bouygues claims could not support the damage f'tgures alleged in the amended complaint. At this stage of the- lmganon management
cannot assess the likely outcome of this matter; however, it is possible that an unfavorable outcome could have a matertal adverse
effect on our consolidated financial position, results of operations or cash flows.

IEX Corgoration vs. Blue Pumpkm Soﬁware, lnc.

In January 2001, IEX Corporation, then a’ wholly owned subsidiary of Tekelec (“IEX™), filed suit against Blue Pumpkm Software,
Inc. (“Blue Pumpkm”) in the Unitéd States District Court for the Eastern District of Texas, Sherman D1v151on 1EX asserted that Blue
Pumpkin’s Director and Director Enterprise prodiicts infringed United States Patent No. 6,044,355 held by IEX. In the suit, [EX
sought damages and an injunction prohibiting Blue Pumpkin’s further infringement of the patent. In October 2005, Blue Pumpktn
Software LLC (“Blue Pumpkin LLC™), the successor to Blue Pumpkin, filed a lawsuit against IEX Corporation (“IEX"), in the United
States District Court for the Northern District of Georgia, Atlanta Division. Blue Pumpkin LLC asserted that [EX’s software products
_ infringed United States Patent No. 6,952,732 heid by Blue Pumpkin LLC. Blue Pumpkin LLC sought damages and an injunction
prohtbmng IEX’s further alleged infringement of the patent. IEX filed an Answer denymg the cla1ms of the suit,’ -and seéking a -
declaration that the Blue Punipkin LLC patent was mvahd and not 1nfnnged

In December 2005, the parties entered into a settlement agreement resolving both the IEX litigation against Blue Pumpkin and the
Blue Pumpkin LLC litigation against IEX. Final settlement documents were executed by the parttes on April 6, 2006, and both |
lawsuits have been dismissed with prejudice. Pursuant to the settlement agreement, each party granted to the other a release and cross-
license of the patents asserted in the lawsuits. Blue Pumpkin made a balancing license payment to IEX in the amount of $8.25 million
on Aprtl 7, 2006, and Blue Pumpkin i is obligated to make six addmonal annual payments of $500,000 each begmnmg Apnil 1, 2007
and endmg April 1, 2012 :
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Note 14 — Stock-Based Compensation and Employee Benefit Plans . ’

Overview of Employee Stock-Based Compensation Plans
am o,

As of December 31, 2006, excliding ouf employee stock purchase plan descrtbed below, we have five stock-based employee
compensation plans with a maximum term of ten years (the “Plans™). Share-based awards are designed to reward employees for their
long term contributions and prowde incentives for them to remain w:th us. The number and frequency of share-based awards are

_ based on competitive practtces operatmg results of the company and government regulatlons

Under the Plans, thefe are approxlmately 3s5. 8 mllllOl’l shares of our common stock authorized for issuance, of Wthh

_ approxlmately 2.6 million shares are availablé for issuance as of December 31, 2006. The Plans permit the granting of incentive stock
options, nonstatutory stock options, stock-settléd stock appreciation rights (“SARs"), restricted stock and restricted-stock units :
(“*RSUs™) to employees, as well as non-employee directors. The terms of equity-based instrurnents granted under the Plans are .
determined at the time of grant. Such instriments generally vest ratably over one to four year.periods and contain no performance
conditions. The Compensation Committee of our Board of Directors has the discretion to utilize different vesting schedules. The
strike price on options and stock-settled stock appreciation rights may not be less than the fair market value per share on the date of
grant. Htstoncally, stock Opl.l()nS granted under the Plans generally would expire four years from the vesting date. During 2006 we
changed our practice with respect to the contractual terms of stock options and stock-settled stock appreciation rights granted under

* the Plans such that, going forward, such tnstruments generally expire six years from the date of grant.

Upon the exercise of stock options or stock settled stock apprecialion rights, the exercise of the right to purchase shares under our
employee stock purchase plan or vesting of restricted stock units, we issue new shares of our common stock. Currently, we do not
ant1c1pate repurchasmg shares to provide a source of shares for our rewards of stock-based compensation.

Stock-Based Awards — Stock Options / SARs

The followmg table sets forth'the summary of option and SAR activity under our Plans for the year ended December 31, 2006
(shares ‘and dollars in thousands) "

”

., - Weighted

Weighted Average
Average Remaining Aggregate”
Exercise ) Contractual Intrinsic
Number Price ) l;ife (years) Value ,
* Outstanding at December 31, 2005 , ‘ 23,163  § 17.17 :
Options and SARs granted ‘ 1,835 § 12.03
Options exercised (1574) § 9.01
Options cancelled/forfeited/expired (5299) §  18.88
QOutstanding at December 31, 2006 . - . 18,125  § 16.86 362 § 20,908
",
Vested and expected to vest at December 31,2006 (1)-- : 17,161  § 16.95 352 % 19,835
Exercisable at December 31, 2006 . 12,868 % 17.55 296 § 14,44_7'

1

(1) The options expected to vest are the result of applying the pre-vesting forfeiture rate assumptions to total outstanding options.

The aggregate mtrmsw value in the table above represents the total pretax intrinsic value (i.e. the aggregate difference between
the closing price of our common stock on Decémber 31, 2006 ‘of $14.83 and the exercise ptice for in- the-money optlons and SARs)
that would have been received by the holdeérs if all instruments had beén exercised on December 31, 2006. As of December 31, 2006,
there was $34.7 million of unrecognized compensation cost related-to our unvested stock options and SARs, which is expected to be
recognized over a wetghted average period of 1.9 years. As discussed above, our current ‘practice is to issué new shares to sansfy
optlon and SAR exercmes .

t ot [ . ‘. - T !
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. The following table summarizes information about stock opttons and SARs outstandmg and exercnsable at December 31, 2006
(shares in thousands):

' a3 OBtIOI'IS and SARs Outstandi OptionsfSARs Exercisable -
' Lo wadoAvg T Ceee T
g : Remaining . Wetd. Avg. : . o Wgtd.'.Avg‘.‘
r _ .7 Contractual. - Exercise . ' R '_Ex_e'rci:se' '
Range of Exercise Price " Number . Life (years) - Price . Number. - Price -
$ 3011081196 _ .. 3,466 - 430 $ 1034 7 1688, § .U 887
12.15t0° 12.56 oo 118, .7 3.44 S1232 115 11233 .
12.70 to -12.70 . : 02,020 7 263 .- 12700 .. 1,758 L1270 .
129410 16.73- L2411 - 349 . - 1549 1,548 - 15:56.
167410 17.79 o 1,881 ©4.08 1731 948 " 17.30.
17.80t0 18.75 : ©1,884 . 387 - 17.99 1,072 - ° 1806
18.7610 18.76 ' 334 343 1876 215 18.76 '
1880t 1880 - - 1,841 314 1880 1,391 1880
19210 21.25 i,840° " .355 1978 1,827 1978
214710 2739.21 2,330 - .3.48 2644 2,306 2645
Tol ERSRNN LV 362.8 1686 __TIRE 3 17.55

Other information pertalmng to stock based awards of optlons and SARs for the fiscal years ended December 31, 2006, 2005, and -
2004 was as follows (in thousands, except per share data):’ . :

.

Yeare 'ended December 31,

2006 . - 2005 - 2004
Weighted average grant date fair value per share of options and SARs granted 3 -424°% . 720 § - ~..8.38
Total intrinsic value ofoptlons and SARs exercised . ) 7,356 . Do 6,886 o 27,568

Stock-Based Awards — RS Us / Restricted Stock

The followmg table sets forth a summary of RSU and Restrtcted Stock activity under our Plans for, the year ended December 31,
2006 (shares in thousands): - : .

Weighted
- Average : ;
o - Grant Date
. - _ ) . Shares Fair Value
Outstanding as of December 31, 2005 - - . 359 8 0 1639,
Awarded ' . . - 696 12:.01 - X
Released .- . (56 .. 1444 :
Forfeited S 1) - 11.96

‘Outstanding as of December 31, 2006 - N 972§ . 13.49'

As of December 31, 2006 “there was $10.5 million of unrecognlzed compensatlon cost related to unvested RSU and restrtcted
stock awards, whlch is expected to be recognized over a weighted average penod of 2.6/ years. .

L3 -

-

Empioyee Stoc_ig Put'chase Plan

We sponsor the'Amended and Restated Tekelec 2005 Employee Stock Purchase Plan (the “2005 ESPP™), under which 1.5 million
shares of our common stock have been authorized for issuance. The 2005 ESPP was approved by our shareholders in May 2005. The -
2005 ESPP provides for an automatic annual increase in the number of shares authorized and reserved for issuance thereunder on each
August 1 during its ten-year term. Each such increase is equal to the lesser of (a) 500, 000 shares, (b) a number of shares equal to 1%
of the number of outstandlng shares of our common stock as of the date ‘of the merease and (c) an amount determined by our Board of
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_ Drrectors Under the 2005 ESPP as ongmally approved by the shareholders in May : 2005 ehgrble employees could authonze payroll o
i deducnons of up. to 15% of their compensation to purchase shares of common’ 'stock at. 85% of the-lower of the market prlce per. share ol
‘at (1) the: begmnmg of the 24-month offenng penod or (i) the end'of each srx-month purchase perlod within the 24-month ‘offering:
- period. On June 26, 2006 thé. Company ] Board ofrDlrectors amended and restated the 2005 ESPP to: (i) elumnate the 24-month
. offering penods and 1nstead provrde for. consecutlve srx-month offerrng periods commencmg with the offenng perlod startingon |
~ August 1, 2006, (ii) provrde that the offermg perlod that commenced February 1, 2006 would terminate on July-31, 2006, and (111) Tl
-feduce the requlred 90-day holdmg period of shares acqurred under such plan to 30 days” Under SFAS 123R, the amendment to the '
" terms of the 2005 ESPP is tréated as a modlficatton of. awards and as a result, $2.6 million of previously unrecogmzed compensation
cost related to the ongmal award will be recogmzed over, the srx-month offenng perlod begmmng August 1 2006

Durmg 2006 2005 and72004 approxrmately 303 000 100 OOO and 160 000 shares respecnvely, were purchased under, our
employee stock purchase plan in effect ‘during the given year at welghted average purchase prices of $10.89, $14. 28 and $14.26 -

respectrvely At December.31, 2006, 2005 and 2004, there were approxrmately 1 2()() 000, 1 000 000, and 552,000 shares AT
respectlvely, avarlable for ﬁlture purchases : "

V-.-,n" f-s_s v -', 4 q,.ew..

Lo . = o

. The followmg table sets forth a summary of employee ‘withholding and purchase activity related to the 2005 ESPP for the year
ended December 31,2006 . . :

Dollar Value in .’

g | : . o Co . R e _- Thousands .
As of December 31 2005 S C . . $ 1,764 _

R Employee wrthholdmgs net of employee wrthdrawals or forfeltures ‘ , 2,860 .
Employee purchases of common stock o . : . - (3,296)
As'o\fDecember31,20(!)_6 S _ '_ P o L s ’-'(“‘],3'28. - o .

Based upon 85% of the lower of the market pnce per share at the begrnnmg of the current offenng penod of $10 27 on August I

2006 ‘and our.stock prrce as of December 31,2006 of $14 83, approxrmately 152,000 shares. could be purchased based upon employee

wnthholdmgs as.of; December 31, 2006. As of December 31, 2006, there was $0.5 million of unrecogmzed compensatron cost related

- 1o our. employee stock purchase plan which will be expensed in'the first quarter of 2007 The ultimate number of shares to be "
purchased -and the expense to be recognized under our employee stock purchase plan will vary based upon, among other factors . . .
ﬂuctuatlons in the falr fnarket value of i out common stock and employee participation levels. : Y

e - feam

Stock-Based Compensarron Valuatran and Expense

Et’fectrve January 1 2006 we account for our employee stock—based compensatron plans usmg the farr value method as’ . .
prescnbed by SFAS. 123R Accordmgly, we estimate the grant ¢ date farr value. of our stock based awards and amortlze this, farr value to
'compensatlon expense over the requlsrte service: penod or vestmg term “To: estlmate the farr value of our stock optron awards and. | i
employee stock purchase plan‘shares. we: currently use the Black-Scholes optron-prlcmg model The determmatron of the fair value of = .
stock- based payment awards on the date of grant using an option-pricing ‘model i is affected by our stock: price as well as assumpttons
regardmg a number of complex and subj ectrve variables. These varlables include our, expected stock price volatlltty over the term of

N the awards actual and prOJected employee stock option exercrse behav1ors nsk-free mterest rate and expected dlvrdends Due to the
inherent lrmrtatrons of option- valuatron models avarlable today, 1ncludrng future events that are unpredrctable and the estrmanon .
‘process.utilized in determmmg the valuation of the stock based awards the ultimaté valué realized by our employees may vary-
51gmﬁcantly from the amounts expensed in our, ﬁnanclal statements ‘For restricted stock of restrlcted stock unit awards, we. measure
the grant date fair: value: based upon the market pnce of our common stock on the date of. the grant and amomze thls farr value to ‘
'compensatlon expense over the reqursrte servrce perrod of vestmg term :

E z._r; "1,3 .

SFAS 123R requrres forfertures to be esttmated at the nme of grant and revrsed 1f necessary, in subsequent perrods 1f actual
: forfeltures drffer from 1n1t1al estrmates Forfertures were estlmated based on historical expenence and we expect: forfeltures to be 10%
annually Stock based compensatlon expense was recorded Tiet of estrmated forfertures for the year ended December 31 2006 such
that ¢ expense was recorded only for those stock-based awards that are expected fo vest e
I )
. SFAS 123R also f requrres that cash ﬂows resultmg from the gross benefit of tax deductlons related to stock-based compensatlon in
: excess of the grant date farr value of thé related stock-based awards be presented as part of cash ﬂows from ﬁnancmg dctivities. This. -
“ amount is shown asd reductron t6 cash ﬂows from operatmg activitiés and ani increase to cash ﬂow from ﬁnancrng actrvrtles Total
cash ﬂows remam unchanged from what would have been reported prior to the adoption of SFAS 123R.

s I S . . Cy - : . - 0 i ot s - -
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A Total stock based eompensatlon expense reeogmzed in year ended December 31, 2006 under SFAS 123R, anhd in the years ended

December 31, 2005 and 2004 under APB 25 was as follows (1n thousands) w St -t -
T Tt . ~ : e ’ Option and e T . v b
T o ' T * SAR Grants - ‘_ e _- B
T : and Stock Restricted o o
nr v o , o v ' r !. Purchase §£0ck ‘ ' . 'E,
Income Statement Classifications ‘ " Rights and RSUs'  ~ Total .
Year ended December 31, 2006 (under SFAS 123R) ) _ . - .
. Cost ofgoods sold - . P . § 4528 3 5;1"_ $ . 4,585 e
Research and development . T S - 14,546 56- . 14,602
Sales and marketing . 6,541 149 - - 6,690 -
General and administrative ' . 6,517 2,315 8,832
Total continuing ‘operations - = * . ) T eh32,132 - 2,577 T 34,709
Discontinued operations 997 - 997 ' -
Total ‘ | $ 33,129 § 2577 § 35,706 ‘

Year ended December 31, 2005«(under APB 25)

Cost of goods sold $ 7 8 1§ g
Research and development co353 - (45) 08 '
Sales and marketing - - - Yo '
* QGeneral and administrative ) ’ ' 732 2,329 3,061 .
- Total , - - $ 1,092 §° 2285 § 3377

* Year ended December 31, 2004 (under. APB 25) oo

Cost of goods sold - - ‘ - % . 108 R 3 o . .. -

Research and development- : ' 386 42 T4
Sales and marketing - o ' - - e
General and administrative * = ul',3l6 389 o 1,705 - :
Total ‘ _ o § 1712 § 431 § 2,143 -

5o,
S

Components of 2004 and 2005 Stock- Based Compensatlon Expense - Prior to our adoption of SFAS 123R, we generally | .
recognized no stock-based compensation expense related to the ma_lor1ty of awards under the Plans as such awards consisted primarily

of stock options whose strike price equaled the fair market value of our’ common stock on the grant date Stock -based compensanon ’
expense recogmzed in 2005 and 2004 eonsrsted pnmanly of the’ followmg L
“ . . L .f;-:.-f-
e _ Taqua Options - In 2004, in connection with the acquisition of Taqua we assumed unvested opt1ons (the “Taqua ‘options™)
that had an-exercise price that was below our, common stock price or were “in-the- -monéy” and which had an intrinsic value at
the date of acquisition of $4.2 million. For the years ended December 31,2005 and 2004, we recogmzed approxlmately $l 1
mtllton and $1 3 million, respectwely, of eompensatlon expense related to the Taqua optlons ’ :

b e

[t ]

o estrrcted Stock and Restricted Stock Units (“RSUS”[ In 2005, in connection wnth the’ acqulsmon of 1ptelorg (seel Note 3 for
" further details) we granted a total of 236,546 shares of restricted stock subject to certain repurehase nghts The value of threse

shares at the grant date was approximately $4.1 million, which is being amortized to expense on a straight-ling basis as the
restrictions on the shares lapse over a period of four years. For the year ended December 31, 2005, we recogmzed
; approx1mately $0.5 million of compensatlon expense relited to these grants Also durmg 2005 six employees were granted a
" total of 122,281 RSUs. The'intrinsic value of these RSUs as of the grant date Was approxrmately $1 8 million, which i is being
amortized to éxpense on a stra1ght-11ne basts over each award’s _vesling period, which ranges from one to four years. For the
year ended December 31, 2005 we recogmzed approximately $0.4 million of compensation expense relating to thése grants
In 2004, we issued RSUs for 116,510 shares to employees of VocalData and Steleus which had intrinsic value as of the grant’
* date of approximately $2.0 rn1l]|on ‘These RSUs vested OVer a one-year perlod ending in 2005. For the years ended '
" December 31, 2005 and 2004, we reeogmzed approx1mately $1.4 million and $0.4 mtlllon respectwely, ‘of compensatlon
" expensé related to these grants. 7 "

[

BT

. "~ . -
T B . v T AN R [ L B e

e  Santera Advisory Board Options - We formed a Santera Advisory Board in 2004 with three non- employee members. As part
of this arrangement, we issued 7,500 optlons to these advisors, These options vested over one year and were accounted for
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under FIN 28, *“Accounting for Stock Appreciation Rights and Other Variable Stock Option Award Plans.” We valued the

+  fully vested during the year ended December 31, 2004 and we rec0gmzed consultmg expense related to the options of
' approximatety $93,000 in 2004. . n
The effect of adopting SFAS 123R for the year ended December 31, 2006 was as follows (in thoﬁsands, except per share data): -

~

R 2006
Stock-based compensation expense by type of award: T
Stock options / SARs ' £ 29679
- Employee stock purchase plan _ 3,449
Restricted stock units T . 2,578
‘Less: Stock-based compensation related to discontinued operations _ . 997)
. Total stock-based compensation included in operating income (loss) ) - 34,709 -
. Income tax benefit of stock-based compensation (12,148)
Net stock-based compensatlon expense included in income (loss) from continuing operations 22,561
Stock-based compensatlon expense included in dlscontmued operatlons net of tax 638
Net stock-based compensallon expense included in net income . § - 23,199,
Decrease in eamings per share from continuing operations:
Basic - $ (0.34)
Diluted by (0.34) -
" Decrease in earnings per share: .’
Basic h) {0.34)
Diluted 3 (0.34)
- Increase (Decrease) in: * .
- Cash flows from operating activities $ (1,991)
- Cash flows from financing activities ] . s : : $ . 1,991

¥o-

) Asof December 31, 2006, there was approxnmately $45.6 miliion of total unrecogmzed compensation cost, adjusted for éstimated

. forfeitures, related t6 our non-vested share-based payment arrangements (i.e., stock options, SARs, RSUs, ESPP shares, etc.). Total -
unrecognized compensation cost will be ad_]usted for future changes in esnmated forfeltures This cost is expected to be recogmzed
over a. welghted -average period of approximately 2.0 vears. L . :
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. . Il . N N

Results of operanons for the fiscal years ended December 31 2005 and-2004 have not been restated 1o reﬂect recogmtron of
stock-based compensation expense in accordance with SFAS 123R. Had the Company determined compensation expense based on

- the fair value at the grant date for stock optlons and the fair value of the discount related to the employee stock purchase plan under
‘SFAS 123 for periods prior to January. I, 2006, the Company’s net income (loss) and eammgs (loss) per share would have been

[
v

reported as shown below (in thousands; except per.share data):” ¢+

s

Years ended December 31,

_ - 2005 - . 2004 e
Net Income (Loss) . ’
As Reported . $ (33,741) $ 18,179
Add: stock-based compensation expense meluded |
in reported nct income, net of tax - - : 2,195 1,404
Less: fair value of stock-based compensatlon o . -
. - cxpense, net of tax _ (22,201) (19,585). | :
Pro Forma - - S eame s $. (53,747 . § : ) -
Basic (Loss) Earnings Per Share . C
As Reported ‘ - $ (0.51) % 0.29 }
Pro Forma $ .(0.81). § (0.00) - R
",
Diluted (Loss) Earnings Per Share
" As Reported 3 (0.51) §% 0.27
Pro Forma - 5 (0.81) % (0.00) ~
Weighted average number of shares cutstanding - as reported
- Basic ‘ 66,001 63,131
Drluted . , 66,001 66,322 . .
Werghted average I number of shares outstandmg pro forma . -
Basic : : 66,001 ©. 63,131
o Diluted T o o 66,001 63,131

<A . - 1
. - * ? - - " . v . -q r - ‘ . . H
The total income tax benef' t recogmzed in-the consohdated statements of operations for share-based compensation arrangements
was approximately $1.2 m:lhon and $0.7-million for 2005 and 2004, respectlvely No compensation cost was capltahzed as part of -

_mventory or fixed assets durmg fiscal 2005 or 2004.
Determt_natron of and Assumpmms used in Valuation Model
To determine the grant date fair value of our stock option and SAR awards and rights of purchase under our employee stock

purchase plan, we currently use the Black-Scholes option- pricing model. The use of this model requires us to make a number of
subjective assumptions. The following addresses each of these assumptions and describes our methodology for determining each

. assumptlon

Expecred Life ,
The expected life represents the period that the stock optlon awards are expected to be outstanding. In determmmg the
approprrate expected life of our stock options and SARs, we segregate our grantees into categories principally based upon employee -
levels that are expected to be indicative of similar option related behavior. We estimate the expected useful lives for each of these
-categories giving consideration to (i) the weighted average vesting periods, (ii) the contractual lives of the stock options and SARs; .
(iii) the relationship between the exercise price and the fair market value of our common stock, (iv) expected employee turnover,
-{v) the expected future volatility of our common stock, and’(vi) past and expected exercise behavior, among other factors. For
purchase rights under our employee stock purchase plan, we determine the'expected life based upon the purchase perrods remaining
in the applicable offering penod .
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Expected Folatility .
. . :- . - P ]
We estlmate expected volatility giving consideration to the expected life of the respective award, our current expected growth
rate, tmphed volatxhty in traded optmns for our commaon stock and the historical volatility of our common stock.,

Rtsk-F ree Interest Rate

We estimate the risk-free interest rate using the U.S. Treasury bill rate w1th a remammg termn equal to the expected life of the «.
award.

Expected Dividend.:Yield

We estimate the expected dividend yield by giving consideration to our current dividend policies as well as those anticipated in
the future considering our current plans and pro_lectlons We do not cun‘ently calculate a discount for any post-vesting restrictions to
which our awards may be subject ‘ .- -

The weighted average assumptions used to value option/SAR grants and purchase rights urtdet our 2005 ESPP were as follows:

' . .
L : . [ b - ! L

Weighted average assumptions used to value option and SAR grants: T A s
Years ended December 31, T S e T . |
2006 2005 2004 ) ‘
Expected life (in years) 3.74 3.6 ‘ 33 ' }
Expected volatility 38.1 % i 55% ) .. ,60 %
'Risk free interest rate , 49% 40% T 28%
Expected dividend yield 0% 0% 0%

Weighted average assumptions used to value purchase rights under ESPP:
Years ended December 31,

+

: 2006 2005 2004
Expected life (in years) 0520 - 1.25 1.25
Expected volatility 32.0-39.0 % 60 % 60 %
Risk free interest rate . 40-52% 3.9% 32%
Expected dividend yield 0 % 0% - 0%

Modifications of Stock-Based Awards

On February 16, 2006 in connection with our 2006 restatement of certain prior period fi nanc1al statements we initiated a
“blackout” period, whereby we prohibited our option holders from exercising their stock options. In response to [hlS blackout, we
modified certain employee stock option awards in order to provide option holders with an opportunity to exercise ‘or realize the benefit

_ of their fully vested awards that, as a result of the blackout, otherwise were expected to ‘contractually expire unexercised, In total, in

March 2006, stock option awards hetd by 43 current or former employees to purchase in aggregate 282,074 shares of our common
stock were modified. Stock option awards to purchase 56,755 of such shares of our common stock were modtﬁed 1o provide for a cash
payment based upon the intrinsic value of the awards calculated using an average fair market value of olr common stock for a tén- day
period beginning immediately following the end of the blackout period. Stock option awards to purchase 225,319 of such- shares of our
common stock, including awards to purchase 146,875 shares of.our common stock held by our former Chief Executive Offi jcer, were.

"modified to extend the contractual life of the awards outside of the expected end of the blackout period. Due to these modifications,

we incurred approximately $217,000 of incremental compensation expense in March 2006, of which $169,000 related to awards to be
settled in cash and the remaining $48,000 related to awards in which the contractual life was extended.” The awards to be settled in
cash were settled or expired i in the third quarter of 2006. .

In addition to the March 2006 modifications discussed above, on July 6, 2006, we modified certain other employee stock option
awards in order to provide those option holders with an opportunity to exercise or réalize the benefit of their fully vested awards that,
as a result of the blackout, otherwise were expected to contractually expire unexercised. In this modification, stock option awards
held by 12 current or former employees to purchase in aggregate 61,729 shares of our common stock were modified. Stock option

-awards to purchase 25,391 of such shares of our common stock were modified to provide for a cash payment based upon the intrinsic

value of the awards calculated using an average fair market value of our cotamon stock for a ten-day period beginning immediately
followmg the end of the blackout period. Stock option awards to purchase 36, 338 of such shares of our common stock were modified
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to extend the contractual life of the awards outside of the expected end of the blackout period. Due to these additional modifications,
we incurred approximately $134,000 of incremental compensation expense in July 2006, of which $128,000 related to awards to.be
_settled in cash and the remaining $6,000 related to awards in which the contractual life was extended. The awards to be settled in cash

were settled or.expired in the thlrd quarter of 2006.

.On October 26, 2005 we amended the ongmal terms of appr0x1mately 575,000 stock optlons ¢ ‘the Options™) with various
exercise prices held by our then Chief Executive Officer in connection with his resignation as an executive officer and employee,
effective January 1, 2006. We also agreed, as part of his employment separation agreement, to modify the terms of the Options to
extend the expiration date from April 1, 2006 to June 30, 2006. In accordance with FASB Interpretation No. 44 “Accounting for.

Certain Transactions involving Stock Compensation an interpretation of APB Opinion No. 25” (“FIN 44™), we remeasured the

intrinsic value of the Options as of the date of the modification. As, at the date of this modification, our stock price was below the

exercise price of the Options, no intrinsic value existed and accordingly no additiona} compensatlon expense was recogmzed

Employée 401(k) Plan

We sponsor a 401(k) tax-deferred savings plan to provide retirement benefits for our employees (the “Plan”). As allowed under
Section 401(k) of the Internal Revenue Code, the Plan provides tax deferred salary contributions for eligible employees. Participants
in the Plan may authorize from 2% to 50% of their compensation to be invested in employee-elected investment funds managed by an

independent trustee, subject to certain annual contribution limitations determined by the IRS. We generally contribute matching funds
of up to 50% of the employees” first 12% of payroll deductions. During 2006, 2005 and 2004, our contrlbutlons amounted to $6.1

million, $5.7 mitlion, and $4.4 m11110n respectlvely

Note 15 — Eai"nings Per Share - Continuing Operations

The following table providés a reconciliation of the numerators and denominators of the basic and diluted earnings (loss) frnm

continuing operations per share computations for the years ended December 31, 2006, 2005 and 2004:

, . Income
o _ . .. . ' . (Loss) from

i . Continuing
’ ~ Operations Shares Per-Share
(Numerator) {Denominator) Amount

For the Year Ended December 31, 2006:
Basic loss from continuing operations per share . 5 (103,153) " 67,340

Effect of Dilutive Securities . ’ ’ . s ’

Diluted loss from continuing operations per share % (103,153) ' 67,340

For the Year Ended December 31, 2005: .
Basic loss from continuipg opemtions; per share ' ‘ - . $ (44,868) 66,001
Effect of Dilutive Securities i : ' . - -
Diluted loss from continuing operations per share _ . ) .8 {44,868) 66,001

¥or the Year Ended December 31 '2604'

B&s:c income from contmumg operauons per share ' ' b 10,096 63,131 -

Effect of Dilutive Securities : . ) < - ) 3,191

Diluted income from continuing operations per share_ . $ 10,096 66,322
‘ F-50

(Thousands, except per‘share amounts)

$

(1.53)
(1.53)
068)
(0.68)

- 016

0.15




raaed ° t . . . . . o v . ‘,,”_..;;.“'.'
. The computatlon of diluted eamlngs (loss) from contmumg operations per share excludes unexercised stock optlons and warrants
'and potential shares issuable upon conversion of our senior subordinated convertible notes that are anti- dilutive. The foltowing s
¢ommon stock equivalents were excluded from the earmngs ‘(loss) from contmumg operations per share computation, as their

1nclu51on would have been antl—dllunve

' - . ' - For the Years Ended December 31;
L ¢ 5 . o 2006 005 . 2004

- L K - (Thousands) o
Welghted average number of stock optrons ‘and SARs excluded '

dueto,the exercise price- exceedmg the average fair value of our -

" Common’ Stock during the period :. . o _ 16,830 13,325 9,lsi
Welghted average number of stock optrons SARs RSUs and ' ' : ' : "

restncted stock, calculated usmg the. treasury stock method, that A . oy

. were excluded due to the repomng of a net Jloss for the perlod ; . 1,221 ’ 2,072 ' S
Shares issuable upon conversion of our long-term convertible debt~ | : 6,361 6361 <o .. 63617 -
‘Total common stock equivalents excluded from-diluted net - - ST R Lo T

-.income (loss) from contmumg operations per. share computation T 24412 . ... 20758 v 0 c 115543

. T

There were no transactions subsequent to December 31, 2006 which, had they octiirred prior to January I, 2007, would have
changed materrally the number of shares in the basic or diluted earnings per share computations. . e

ok s R X . . i T Ll 78

Note 16 — Operatmg Segment Informatron

'-.- R D

We are orgamzed 1nto threc rna_|or operatmg groups the Network S1gnalmg Group, the Swrtchmg Solutlons Gro)up and. the

Commumcatrons Software Solutions’ Gmup As dlscussed in Note 2, we sold our IEX Contact Center ,Group on July 6, 2006 Prror to

. our decrsron in' ‘the second quarter of 2006,to sell our IEX Contact Center Group, thls busmess un1t was treated as a separate reportable :

operatrng segment Pnor perrod segment 1nformatlon has been ad_]usted to conform to our current orgamzatlon T ‘_:* . e

Nerwork Srgnalmg Group OurNetwork Srgnalmg Group products help drrect and control voice and data cormnunlcatlons They

enable camers to “establish, control and termmate calls. They’ also enable carners to offer 1ntelhgent serv1ces whrch mclude any. .

services other than the call or data transmission itself. Examples of such services mclude products such as voice messagmg, text .

- messagmg, toll free calls (e.g. “800” calls) ‘prepaid calhng cards and number portability. - : ‘ :

Swztchmg Solunons Group -The swrtchmg pomon ofa network carries and routes the actual voice or data compnsmg a“call” .

: Our Switching Solutions. Groip’is- ‘focuised. primarily’on creating and enhancmg next-generation voice switching products and services
. -for both traditional. crrcurt-based apphcatrons and newer packet-baséd applications. -In a traditional circuit-based application,.>... - _

/. electronic srgnals carrying a voice message traverse the network following a dedicated path, ar circuit, from one user to the other _' P
Packet-based switching, however, breaks down.the voice messige into packets These packets’ then individually. traverse the network,

+ often taking separate paths, and are then reassembled on the other side of the network prior to delivery to the recipient. Packet-based
swrtchrng may utilize one of many protocols the most common of which are Asynchronous Transfer Mode (“ATM”) and Internet *
Protocol ‘IP7). Vorce ‘transported using the P protocol is often referred to as Voice over IP (“VoIP”™), We offer switching products
and-setvices that allow network service providers to migrate their network infrastructure from circuit- based technology to-packet- ..

+ based technology.. In addition, we offer a suite of professronal Services that lncludes network design ‘and’ capacity plannmg, as well as PR

mstallauon and cutover services. - : ) C L
. ' IR 0 Y CoT ST
_ Commumcanons Sofnvare Solutions Group Our Commumcatrons Software Solutrons Group is focused on provrdrng network-
related mtelhgence products and services to telecommumcatrons .operators.  These products and services enable operators to, monrtor
their service and network performance by accessing and analyzmg critical busmess data such as such as call volumes, subscnber
behavror and traffic types and volumes. As part.of our communlcatlons software portfolio, we offer call management, révenue - .
assurance,’ monitoring, network optimization,_ quahty of service and marketing intelligence applrcatlons In addition, as more network
providers transition from circuit to packet téchnology; we offer: products and services that enable operators to monitor their service and
_network performance during the transmon helpmg to speed up the 1mplementatron of packet networks, while lowering the risk. -
Transfers between operatmg segments are made at pnces reflectmg market conditions. The allocation of revemies from extemal
customers by geographlcal area is determined by the destmatron of the sale.

L

- ‘. . -
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- ~ Revenues and income (loss) from continuing operations for each of our operating segments are as follows (in thousands):

. - Net Revenues v Tl -
. : "For the Years Endéd December 31,
- ‘ 2006 2005 ©o2004
Network Signauhg Group $ 368,862 § 314605 8 256,313 '

- - Switching Solutions Group } e 110,301 - 139,893 52,563 .
Commumcalwns Software Soluuons Group I 74,484 33,838 21,649 ' i
lmercompany eliminations _ ' - (1.831) - (3,616)

Total net revenues $_ 553647 S 486505  §__ 326909 R

-Income (Loss) from Operations’

] For the Years Ended December 31, - B i " "
- 2006 .2008 - .. 2004 _—

R " Network Signaling Group L . - 5 134304 -§ 127611 7S 106706° - .
| +_ Switching Solutions Group i ‘ . (85,428) GL(44,780) T (66,999)
.. Communications Software Solutions Group . . ‘ C(1446) 4 (17,478) - (1,645)
Genernl Corporate(1) o : o (182,740 (126,726) . 62,421)
Total Ioss _frorn operatiorgs(?) ‘ ', L $ . (135310) % L {61,371 % (24,359) . |

(l) General Corporate includes acqmsmon-related charges and amortization of $9,337, $13, 685 and $22,923 for 2006, 2005 and

2004, respectrvely, and other corporate eXpenses, including restructunng and other charges, that are.not specifically allocated

“to the operating segments or used by operatmg segment managemenl to evaluate their segment performance For thé year
" ended December 31, 2006, General Corporate also mciudes non-cash impairment charges for purchased techno]ogy and

goodwill'of $25,61 S and $75,000, ‘respectively. For the yeat ended Decembier 31,2005, General Corporate also mcludes

‘non-cash 1mpa1rment charges for purchased technology and goodwill of $22, 660 and $27, 245, respectrvely

lncome (loss) from contmumg operanons for 2006 has been reduced by $34 7 mrllron of stock based compensatlon asa’
" result of the adoptlon of SFAS 123R. The fo]lowmg table reﬂects the stock based compensatron expense mc‘tuded above (m
tholisands): -

T o L sy

" Stock-Based Compensation
For the Years Ended-December 31,

T L ! . 206 2005 - . 2004 .. L.,
o, FI DT - .~ (Thousands) .. . R
.c. Network Signaling Groups, « - . . e oL s 9295 §- D481 8 e - .
‘Switching Solutions Group po o 15,163 - » L4 - 1,407 .
.Communications Software Solutions Group N - 2,842 . . 1,355 « ) 357-'" Coea
“General Corporaie- - = ' * - - 7,426 27 7 are T
i " Total stock-based coimperisation I T8t 34709 5 337708 - 2043, -
Enterprlse Wnde Dlsclosures )
. Cae . - . " . : et - ST
The foliowmg table sets forth revenues from external customers by prmcnpal product llne ’ o e el
r . Lo : : LT ; . i . T L E
: S B : e T 'Reve'nues from External Customers ST
. oo ' ot e g ‘ - For the Years Ended December 31, T "
' o8 o ‘2006 ' 2005 2004 ‘
N A ’ ) (Thousands) o
Network Signaling Group . . $ 36882 § 314605 § 256313
Switching Solutions Group | . 110,301 139,893 52,563, ...
Communications Software Solutions Group N 74,484 32,007 18,033 ) .
Total net revenues ’ $ - 553647. % 486,505  § 326,909 ’
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Wit - A . -
The following table sets forth revenues for our products/services and warranty offerings:

Revenues by Type
Far the Years Ended December 31,

Products and services
- Extended warranty contracts v

Total net revenues

Ao L T i1006 A 2005 v 2004
t b - '(Thousnnds) '
* . $ 499019 § 436,470 % 285,226

o 54,628 50,035 41,683
) 553,647 % 486,505 b 326,909 -

. We conduct business in a number of foreign countries and are organized into three geographic territorics. The three territories ..
are: (1) North America, comprised of the United States and Canada (2) “EAAA,” comprised of Europe and the Middle Edst, Asia
Pacific (including China‘and Indra) Africa and Australia and (3) “CALA " comprised of the Caribbéan and Latin America, ‘including *
Mexico. Prior to the third quarter of 2006, EAAA was presented as two separate geographic territories, (i) Europe, the Middle East -
and Africa and (ii) Asia Pacific (including China and [ndia). The following table sets forth revenues from external customers by '

geographxc temtory N .
Revenues from External Customers

by Geographic Territor‘y‘
For the Years Ended December 31,

s o ’ ' ' 2006 2005 2004
: {Thousands) .
North America(1) § 3315250 § 368,812 % 253,848 . X
EAAA 140,396 84,512 © 50911 _ ’
CALA _ 78,001 33,181 . 222,50 .
Total revenues from external customers $ 553,647 $ 486,505 $ 326,909

. .

(l) North America includes revenues in the United States of $312,139, $352,548 and $239,761, for 2006, 2005 and 2004,

.

respectively.. - . —— .
: . ' .-"' . ," I, X ek

"The followmg table sets forth -asof December 31, 2006 and 2005 our long-hved assets mcludmg net property and equrpment
mvestment ina prwalely -held company and other assets by geographic area: .

: 2006 . - 2005
- (Thousands) ’
United States $ 60,609 50,191 !
Other . : 3,507 " 3,652

Total long-lived assets . . $ 64,116 . §° 53,843
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Note 17 — Quarterly Financial Summary (Unaudited) (in thousands, ekcept per share amounts)

For the Year Ended December 31, 2006 -

The following tables present selected‘quarterly financial data for 2006 and 2005:

Quarters

First ' Second Third ) Fourth

[

Revenues . .o

(Thousands, except per share data) .-
94,104 3 149,868 3 155,179 3. 154,496

Graoss profit - 40,389 90,711 - 58,469 (77,455 -
Impairment of purchased technology. : - - 25615 -
Impairment of goodwill ’ ; ; 75,000 T
Income (loss) from continuing operations ’ -

before prb'vggioﬁ for income xgxés(l) A (36,915) Y/ S (95823) - (7,026) )
Income (loss) fromm discontinyed o;.:él_-ations, net of taxes . 2,953 ' 9,622 ' 1176.',7:7'9‘ B (145)
Netincome (lossy ' (16,509) 14,550 - (89262, - {1,47)
Eamings (Ios:'si per share from c'oritinuing operations: 2 . )

Basic ©29) § 007 (130) $ (0.02)

Diluted * _ (0.29) 0.07 (1.30) (0.02)
Earnings per share from discontinued opemfions: ’

Basic _ P 004 $ 0.14 § 263§ (0.00)

Diluted S 0.04 0.14 2.63 {0.00)
Earnings (loss) per share: ) l ‘ ’

" Basic 0.25) § 022§ 133§ (0.02) .
" Diluted (0.25) 021 . 1.33 0oy
~ Weighted average number of shares outstanding:
Basic | - . © 66,833 66,933 67,283 -68,309
Diluted L 66,833 . 68,202 67,283 68,309
- : . Ql;arters
For the Year Ended December 31, 2005 First Second Third Fourth
) o ‘ ) (Thousands, except per share data) R

Revenues 128027 $ 111482 108368 . § 138628

Gross profit

Impairment of purchased technology

Impairment of goodwill s
Income (ioss) from conlinuirig operations

|l L before provision for income taxes(2)

r

.. - .

: Minority interest
| “Income from discontinued operations, net of taxes

Net income (lbss) '

Earnings (loss) per share from continuing o;vemti];ms:
Basic
Diluted

Eamings per share from discontinued operations:
Basic
Diluted -~

Eamings .(Ioss) per share: .
Basic
Diluted

Weighted average number of shares outstanding:

Basic.
Diluted

86,742 65,569 55,688 39,443 -
. . - 22,660

. - R 27,245
20,854 - (4,392) (12,905) (65,425)
4,782 . 2864 2,602 .
1,773 2,308 3,473 3,573
17,475 785 (4,078) - . {47,923)
024 § . (002 3 R 077y
0.22 (0.02) . (0.11) 077
003 § 003 $ 005 % 0.05
0.02 . 0.03 005 0.05
027 § 001§ . {006 S (0.72)
0.24 0.01 T (0.06) 0.72)

" 65,598 - 65,723 66,113 66,571
74,407 65,723 66,113 66,571
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(n Restructurtng charges for each'of the three months enided March 31, 2006 June 30 2006 September 30 3006 and
‘December 31, 2006 were $164,000, $3,255,000, $(7,000) and $3,761,000, respectively. IPR&D charges resulting from’
acqutsrtlons (see Note 3 -— Acquisitions) were $2.1 million for the three months’ended December 31, 2006. Also, during the
three months ended September 30, 2006, we tncurred impairment charges of $25.6 million and $75. 0 million relaung to the
purchased technology and goodwill, respectively, associated with one of our SSG reporting units, consisting of our Santera |

_and VocalData product ltnes ) - '

@ Restructunng charges for each of the three months ended March 31, 2005, June 30, 2005, September 30, 2005 and
o  December 31,2005 were $257,000, $2,503,000, $1,589,000 and $3,386,000, respectlvely IPR&D charges resulting from
" acquisitions (see Note 3 — Acquisitions) were $1.2 million and $2.4 million for-the thrée months ended September 30, 2005
-and December 31, 2005 respecttvely ‘Also, during the three months ended December 31,2005, we incurred (3) certain
warranty expenses aggrégating $8. 7 mtllton (1) expected losses on customer contracts of approximately $9.9 miltion, and
(iii) impairment ¢harges of $22.7 mtllmn and $27. -2 million relattng to the purchased tcchnology and goodwill, respectively, -
associated with our T7000 product line w1thm our Taqua reportlrlg unit. . '
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Agreement effectwe November 30, 2006 between the Company and Jay F. Whltehurst )
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Consent of PrwewaterhouseCoopers LLP . Y S N

.. Certification of Ch:ef Executwe Officer of the Reglstrant pursuant to Rule 13a- l4(a) under

the Exchange Act, as adopted pursuant to Sectlon 302 of the Sarbanes—OxIey Act of 2002 .
the Exchange Act as adopted pursuant to Séction 302 of the Sarbanes-Oxley Act 0f 2002
Certification of Chief Executive Officer of the Registrant pursuant-to 18 U.5.C.

Section 1350, as adopted pursuant to Section 906 of the Sarbanes- Oxley Act of 2002
Certification of Chief Financial Officer of the Registrant pursuant to 18 U.S.C.

Section 1350, as adopted pursuant to Section 906 of the Sarbanes- Oxley Act of 2002 °
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